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Amending the Certificate 


In many cases the amendment of a corporation’s certificate 
turns out to be one of the most irritating and bothersome mat- 
ters the lawyer is called on to perform. 


Frequently there is room for doubt and difference of opinion 
as to what particular sections of the statute are applicable in a 
given case, and after the lawyer has drawn his papers and sub- 
mitted them in accordance with the apparently proper section 
he finds that state officials rule differently on the matter and he 


must re-draft his papers in accordance with a different section 
and submit them again. 
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The services of The Corporation Trust Company take off the 
lawyer’s shoulders all of the tediousness of this work and make 
it simple, direct and sure. This company has available for at- 
torneys use not only the statutes of any state required but the 
accepted official practice in each kind of case, and precedents 
and forms for all papers. Its offices and representatives in all 
the various states will transact all the duties in connection with 
filing of papers with accuracy and speed. 


THE; CORPORATION TRUST: COMPANY 
120 Broadway, New York 
Affiliated with 
The Corporation Trust Company HSpstem 


15 Exchange Place, Jersey City 
Combined Assets a Million Dollars 


Chicago, 112 W. Adams Street Philadelphia, Fidelity-Phila. Trust Bldg. 
Pittsburgh, Oliver Bldg. Boston, Atlantic Nat'l. Bk. Bldg. 
Washington, 815 15th Street N. W. (Corporation Registration Co.) 
Los Angeles, Security Bldg. St. Louis, Fed. Com. Trust Bldg. 
Cleveland, Union Trust Bldg. Detroit, Dime Sav. Bank Bidg. 
Kansas City, R. A. Long Bldg. Minneapolis, Security Bldg. 
San Francisco, Mills Bldg. a Camden, N. J., 328 Market St. 
Atlanta, Healey Bldg. Albany Agency, 180 State St. 
Portland, Me., 281 St. John St. Buffalo Agency, Ellicott Sq. Bldg. 

and 


The Corporation Trust Companp of America 
7 West Tenth Street, Wilmington, Delaware 
























377 
























378 THE NATIONAL INCOME TAX MAGAZINE October, 1929 





Cooperating 
in the conservation of 
INHERITED WEALTH 


OVERTY becomes more tragic 





when its victims have known yet 

. e cas 

better circumstances. Few things are more Ce 

deplorable than the frequent cases of this 19 

. . . . Sic 

kind which are found in modern life. In- ‘a 

stances without number could be cited in prs 

as 

which the desire to provide hasbeen thwart- Ce 

ed by bequeathing large amounts of capital B 

to inexperienced beneficiaries. tic 

ee . ev 

It has been the privilege of this company oo 

to cooperate with property owners and their 7 
7 € 

attorneys for more than 107 years in the Dp: 

conservation of inherited wealth. ne 

» 

CZ 

th 

Whenever legal services are required in connection 0 

with the administration of an estate, it is the policy tc 

of the City Bank Farmers Trust Company to employ a 

the attorney who drew the client’s will and is there- tl 

fore familiar with his affairs. p 

d 

t! 

t 

a 

i 

1 


‘TRUST COMPANY 


Formerly The Farmers’ Loan and Trust Company 
Now Affiliated With The National City Bank of New York 


22 WiLLIAM STREET 
Temporary Headquarters: 43 EXCHANGE PLACE 
5th Ave. at 41st Street... . Madison Ave. at 42nd Street ... . 181 Montague St., Brooklyn 
TRUST SERVICE 1S AVAILABLE THROUGH ANY BRANCH OF THE NATIONAL CITY BANK OF NEW YORK OR THE NATIONAL CITY COMPANY 


THE NATIONAL 


INCOME TAX 


MAGAZINE 


OCTOBER, 1929 


VotuME VII 





Number 10 


Bond Discount as Expense 


By E. E. WAKEFIELD* 


HE proper treatment of bond discount in the 
determination of taxable income and of earnings 
for financial purposes is a subject which has not 
yet been adequately passed upon by the courts. In the 
case of Chicago, Rock Island & Pacific Railway Co. v. 
Commissioner, 13 B. T. A. 988, decided in October, 
1928, the United States Board of Tax Appeals con- 
sidered the whole subject in reference to taxable income 
and invested capital, but, of course, 
no final answer to the legal questions 
involved can be had until the Supreme 
Court of the United States has passed 
upon them. The decision by the 
Board of Tax Appeals and the ques- 
tions raised by that decision are, how- 
ever, worthy of very serious consid- 
eration by lawyers and accountants 
for a better understanding of the 
effect on income of bond discount, 
particularly at the present time when 
so many bond issues are being 
brought out with conversion features. 
Very briefly, in the Rock Island 
case the Board of Tax Appeals held 
that bond discount represents a part 
of the cost of the use of money. The 
total cost, according to the Board and 
as generally agreed by accountants, is 
the nominal or coupon rate of interest 
plus the whole or some part of the 
discount, prorated over the life of 
the bonds. The Board further held 
that in the case of convertible bonds the discount not 
amortized at the date of conversion is not an expense 
item and is not deductible in determining taxable 
income. 

Reference was made by the Board to certain decisions 
of the courts in the determination of income under 
laws earlier than the present series of revenue acts 
imposing income taxes and before the accrual method 
of determination of income for taxation and other 
purposes was fully recognized or understood by lawyers 
and the courts. Such cases are Chicago & Alton R. R. 
Co. v. United States, 53 Ct. Cls. 41, and Baldwin 
Locomotive Works v. McCoach, 221 Fed. 59. They 
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dealt in general with the determination of income on 
the cash basis, and the Board found them not in point 
in the case before it in which income was determined on 
the accrual basis. The writer agrees. with the Board 
that these cases are of little weight in answering the 
questions involved in present-day procedure for the 
determination of income. on the accrual basis. The 
purpose of this article is to suggest some theoretical 
and practical considerations which 
should be before the minds of law- 
yers and accountants in the prepara- 
tion of income tax returns, profit and 
loss statements, and balance sheets 
until the law crystallizes through 
court decisions. 


It must be recognized at the outset 
that there are two possible views as 
to bond discount which produce quite 
distinct results in the determination of 
income and in balance sheets related 
thereto. It may be that the courts 
will ultimately decide that a bond 
issued at a discount represents simply 
a present obligation to pay at a future 
time a sum in excess of the amount 
received upon issue. If such a view 
should be adopted, obviously bond 
discount has no place in accounts or 
balance sheets. The face of the obli- 
gation must always be recognized 
without offset. Expense to the 
amount of the difference between the 
face of the bond and the sum actually received on issue 
must be held to accrue at the time of issue and, on 
the accrual basis, to be then chargeable against income. 

The theory in relation to bonds issued at a discount 
suggested in the preceding paragraph may possibly be 
adopted by the courts, but it seems to the writer that 
such a theory is not likely to be adopted. Financiers, 
economists, and accountants have long recognized that 
the issue of bonds at a discount represents a plan for 
adjustment of the cost of the use of money borrowed. 
This being so, the logical and well-accepted view is that 
this cost should be spread in some way over the period 
for which the money is used by the borrower. It 
seems only reasonable to assume that the lawyers and 
the judges will ultimately see and accept the soundness 
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of the views of financiers, economists, and accountants. 
This discussion therefore proceeds upon the theory that 
bond discount should be recognized as a part of the 
cost of the use of money to be spread in some way over 
the period of such use. 


As decided by the Board of Tax Appeals in the Rock 
Island case, the discount on bonds issued for less than 
the face thereof, but without the conversion privilege, 
may properly be spread in equal installments over the 
life of the bonds. In such a case it will hardly be 
questioned that should the bonds be retired before 
maturity at a figure greater than the issue price, the 
amount in addition to the nominal rate of interest to be 
absorbed in the period from issue of the bonds to re- 
tirement will be the actual excess of the money paid to 
retire the bonds over the issue price. If the corporation 
should be so fortunate as to be able to retire bonds at 
less than the issue price, there may obviously be a credit 
to income for the saving in cost of the use of money 
borrowed thus effected. 


The really difficult and complicated problem arises 
with reference to bond discount in the case of conver- 
tible bonds. A consideration of the possible ways of 
treating the discount on convertible bonds will, the 
writer believes, prove both interesting and profitable 
in an effort to understand the relation of bond discount 
to the determination of income for taxation and other 
purposes. 


In order that we may see the effect on expense of 
the conversion of bonds, it is useful first to consider 
the underlying purpose and plan in the issue of con- 
vertible bonds. On analysis it will appear that the 
scheme is essentially one by which the corporation 
may succeed, if the conversion privilege is exercised, 
in obtaining use of money as a borrower at an actual 
outgo of no more than the nominal rate of interest. 
Because of the conversion privilege the nominal rate 
of interest will ordinarily be less than could be obtained 
in the market without such privilege. Hence, the 
net result is that the corporation uses a method of 
financing under which it hopes to have the benefit of 
borrowed funds at less than the going rate of interest. 
In order that it may be clear that the real outgo of the 
corporation is only the nominal rate of interest on the 
bonds, it is necessary to recognize sharply the distinc- 
tion between the corporation as a separate entity and 
the group of owners, i. e., the stockholders. Whether 
the issue of bonds at a given rate of interest with the 
conversion privilege will in the long run be to the benefit 
of the owners of the corporation is a matter which 
no one can answer with certainty at the time of issue. 
The hope is that procuring funds by the issue of bonds 
at a low rate of interest will further the business of the 
corporation to an extent such that advantage to the 
stockholders will also be gained, even though some or 
all of the bondholders are admitted into ownership, by 
conversion of the bonds, on terms more favorable than 
would be offered to them if there were merely an issue 
of stock. Furthermore, at a given time there may be 
a necessity for funds which could not be raised through 
a stock issue. Therefore, the only prudent procedure in 
the interest both of the corporation and of the stock- 
holders may be a bond issue with the attracting feature 
of the right of conversion. It is not to be assumed 
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that conversion of the bonds into stock, however it may 
affect the stockholders in their investment, has neces- 
sarily the same effect on the corporation as an entity. 
If the corporation be considered separately from the 
stockholders, it is obvious that some transactions might 
be good for the corporation but not good for the stock- 
holders. For example, if the corporation is in imme- 
diate need of funds which it cannot obtain from the 
stockholders, it may be able to get them by an issue of 
stock to the public at a price less than the book value 
of the outstanding shares before the new issue. The 
result is that the corporation gets funds assumed to be 
necessary for proper continuance of the business, but 
the stockholders have their interest in the business 
diluted by the admission of new owners without a con- 
tribution of capital in proportion to the interest they 
acquired. Again, if the corporation itself were to be 
considered apart from the stockholders, it would be 
clear that the corporation would benefit by retention 
of earnings without distribution in dividends. The 
foregoing merely illustrates that various transactions 
looked at by themselves may be different in their effect 
upon the corporation as a separate entity and upon the 
stockholders as the group of owners. It follows that 
the measure of income and expense for the corporation 
is the result as to the corporation itself, whether ‘or 
not the results are the same for the group of stock- 
holders. Clearly, if the corporation itself can-obtain 
the use of money on an issue of convertible bonds for 
less than the going rate of interest, it profits through 
reduction of its costs of operation, whether or not the 
immediate effect of conversion of bonds is increased 
or decreased value of the investment of the old stock- 
holders. If, therefore, it can be demonstrated that 
there is no expense to the corporation on account of 
unamortized bond discount because the corporation, 
viewed as an entity, does not pay any such expense, it 
follows that there should be no deduction from income 
on account of unamortized bond discount whatever the 
effect of the change from the status of bondholders to 
the status of stockholders on conversion of the bonds 
may be as to the stockholding group. 


Before dealing in detail with the specific question as 
to whether issue of stock on conversion of bonds does 
create an expense of the corporation, beyond the amount 
of discount to the time of conversion, it is worth while 
to consider the various ways in which indebtedness may 
be measured and discharged. In some cases the amount 
of a debt is perfectly clear because it is merely a matter 
of the contract under which it was incurred and of 
mathematics to ascertain the debt. For example, if a 
corporation agreés to pay its president a salary of 
$25,000 plus a percentage of the profits calculated in 
detail as determined by the contract between the parties, 
it is necessary only to know the detail as to the profits 
for a given period in order to determine precisely the 
indebtedness to the officer. Assume again that the con- 
tract is to pay $25,000 plus an agreed percentage of the 
profits but that the amount above $25,000 is to be paid 
in stock of the corporation. The amount of the debt 
still remains merely a matter of accounting and mathe- 
matical computations and the consideration for the issue 
of the stock is an exact sum. Let us suppose, however, 
that the contract is simply to pay $25,000 in cash and to 
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issue to the president a certain number of shares of the 
stock of the corporation. In such a case how shall we 
determine the amount of the debt? There is no mathe- 
matical process by which we can figure it. It is a 
reasonable assumption that whatever the stock is worth 
at the time of payment is the amount of the debt over 
and above the cash payment and consequently a fair 
basis to this amount for the issue of stock. However, 
in this case it is clear that the measure of the debt comes 
not from the debt itself or any computations under the 
contract, but from the value of the property to be given 
the officer in payment for his services. This distinction 
is sharply to be borne in mind in dealing with the prob- 
lem raised by conversion of bonds. When cash is paid 
to redeem bonds, there is an exact measure of the in- 
debtedness and consequently of the expense involved for 
the use of the money. When, however, stock is given 
to the bondholder an entirely different situation arises. 
We must then look to see if there is some accurate 
means of measuring the debt apart from the value of 
the stock. 


Suppose, however, that it be suggested that the value 
of the stock when the conversion privilege is exercised 
is presumably greater than the debt to the bondholder 
and therefore there must be a payment to him at least 
equal to the amount of the face of the bond. If the cor- 
poration is really paying an amount at least as great 
as the face of the bonds, it is throwing away the very 
advantage it sought to realize by issue of convertible 
bonds. As already pointed out, the real advantage 
to the corporation itself, as an entity, is that it obtains 
use of money without actually parting with anything 
more than the nominal interest. It takes the chance, 
with the expectation that ultimately it will be of benefit 
to the stockholders, of admitting new owners through 
the shift from bondholders to stockholders, but from the 
standpoint of expense to the corporation an increase or 
a decrease in the number of owners or in their relative 
holdings is of no consequence. If it were true that 
admission of stockholders implied expense to the corpo- 
ration, the logical thing to do would be to charge sur- 
plus whenever a corporation issues stock, on rights for 
example, at a price less than could be obtained through 
an issue to the public at somewhere near the market 
price of the stock. It is not necessary to assume that 
because the stock has a market value in excess of the 
face of the bonds, the expense to the corporation must 
be directly related to the value of the stock. There is 
a possible ultimate detriment to the stockholders as 
owners of the business if new owners are admitted 
with less contribution to capital than might perhaps be 
obtained in the market. This is, however, neither “here 
nor there in the attempt to answer the question of ex- 
pense to the corporation. The fact remains that the 
corporation gives up out of its assets only the nominal 
rate of interest and it succeeds in retaining in its 
assets the borrowed money when bondholders elect to 
become stockholders. 


.That the amount of payment or expense to the cor- 
poration is not measured by the value of the stock, is 
further indicated by examination of the results in the 
accounts if bond discount unamortized at the date of 
conversion be treated as expense. Suppose for each 
$1,000 of convertible bonds the holder is entitled to 
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eight shares of stock of a par value of $100. A com- 
mon conclusion apparently is that, on conversion, capital 
is increased $800 and paid-in surplus or premium on 
issue of stock is increased $200. But if this is so, it 
ought to be possible somewhere to find in this particular 
transaction an increase of contributed capital of $1,000. 
Let us see what happens in the accounts. The corpo- 
ration had before conversion of the bonds a credit item 
of $1,000 for each bond. It had, let it be assumed, a 
debit item of $150 for each bond for unamortized dis- 
count. When the bonds are converted, obviously the 
bond discount item must disappear and unfortunately 
nothing which can be found to increase assets takes 
its place directly through the conversion of the bonds. 
But the $150 unamortized discount is charged to 
profit and loss and we seem to come out with $800 
added capital and $200 paid-in surplus or premium. 
Where did the apparent surplus or premium come from? 
If it can be found to be supported in the balance sheet 
after the conversion, there is just one source from which 
the $150 part of the premium came and that is from 
earnings. The following condensed balance sheets will 
illustrate what is suggested: 


Before conversion: 


Assets 

Sy ee A ES ar $100,000.00 
Se I as ooo kewaeewsede 10,000.00 
$110,000.00 

Liabilities 
Convertible bonds ............. 60,000.00 
EN soda cdcseudenruees 50,000.00 
$110,000.00 


After conversion of the bonds if no other element en- 
tered into the situation the balance sheet would be— 
Assets 


is rene doen din tweets $100,000.00 
Liabilities 

Comet stock ........% $110,000 

ee. a 10,000 $100,000.00 


Now combine other transactions with the conversion of 
the bonds and the deficit may disappear because it is 
more than offset by earnings. But it remains true that 
if the full capital indicated by the face of the bonds is 
set up, the source of the assets to cover it will be, not 
the conversion of the bonds, but the earnings of the 
corporation. 


But suppose it be suggested that the money borrowed 
and left in the business on conversion of the bonds was 
worth to the corporation the cost involved in charging 
to expense the nominal rate of interest and the whole 
bond discount. The answer to this suggestion is clear. 


-It may be reasonable that over a forty-year period the 


bond discount if amortized would give an annual charge 
which is a proper rate for the corporation to pay for 
the use of the money. But is there sufficient reason to 
suppose that if the bonds are converted in five or ten 
years, or less, the corporation is warranted in paying 
the apparent added expense by throwing the whole 
bond discount into the short period? In converting his 
bond into stock, the bondholder exercises his best judg- 
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ment as to relative immediate or future advantage. 
Today, when common stocks are so popular and there 
is such great faith in the prospects for the future, the 
bondholder may be perfectly willing to forego a fixed 
rate of interest and a reasonably certain future payment 
of one hundred cents on the dollar for his bond, in 
order to have the opportunity to reap the benefits of 
ownership in the equity of the corporation. Next year, 
if business is not so good, and common stocks have 
“soured” in the estimation of the investing public, hold- 
ers of convertible bonds may be found declining to 
convert, even though the immediate value of the stock 
which could be received appears higher than the value 
of the bonds. In other words, both from the stand- 
point of the corporation and from the standpoint of 
the bondholder the reasons for use of convertible bonds 
and the effects of conversion lie in many facts not im- 
mediately measurable in dollars and cents in terms of 
expense of the corporation. The bondholder becomes 
a stockholder because on the whole he prefers to be a 
stockholder. The corporation issues convertible bonds 
with the possibility of getting in new stockholders be- 
cause on the whole at the time of issue it appears that 
thus the corporation will be actually out less money for 
the use of its borrowings than it would be out if it 
issued bonds without the conversion privilege. 


If then the fact of issue of the stock cannot itself 
be an accurate measure of the transaction from the 
standpoint of the corporation viewed as an entity, how 
can the measure be supplied? The proper procedure 
seems to be to look to the ordinary tests of expense and 
see what they indicate. The general rule is that the 
corporation incurs expense when it parts with assets 
or incurs liabilities. Of course, there may be merely 
an exchange of assets involving no expense, or a lia- 
bility may be incurred for property to the full amount 
of the liability. When, however, the corporation parts 
with an asset with no immediate, measurable return in 
the form of other assets or incurs a liability under the 
same conditions, we properly find an expense and 
charge the amount against income. Now unamortized 
bond discount cannot under any theory be identified 
as truly an asset. If we adopt the legal theory that 
the bond is merely an obligation to pay a fixed amount 
and is always the same, there is no place for bond dis- 
count in the balance sheet. If we adopt the theory 
that bond discount represents the cost of the use of 
money over a period of time, when the bond has been 
converted we have simply eliminated the representation 
of the cost of the use of the money from the date of 
conversion to maturity. The assets, in any proper sense, 
remain undiminished. Obviously, no liability is in- 
curred unless we say that when the bonds are converted 
the corporation immediately recognizes an obligation to 
the face amount of the bonds, and therefore has an 
expense. But, as already pointed out, why should the 
corporation as an entity incur expense to the amount of 
the full discount since the transaction in the issue of 
convertible bonds is primarily for the purpose of avoid- 
ing just such expense? Furthermore, having in view 
the relation of the bondholder to the corporation and 
his election, for reasons that seem good to himself, to 
become an owner and not a creditor, there is no neces- 
sary reason for finding a debt in his favor to the extent 
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of the unamortized discount. He has helped the cor- 
poration to do precisely what it sought to do, namely, 
(1) to have the use of his money, up to the time of 
conversion, as a borrower by paying him only the nom- 
inal rate of interest, and (2) to continue to have the 
use of his money after the time of conversion because 
he is a stockholder with no obligation to pay him for 
the use of the money. This being so, why make the 
quite unnecessary and very disturbing inference that 
on conversion of the bond the corporation decided to 
defeat its own interest and incur a liability to the 
amount of the bond, with a consequent expense for 
use of the money to that time, when this expense is 
precisely what the corporation was seeking to avoid? 
Never mind what the immediate effect on the stockhold- 
ing group is. When the corporation chose to issue 
convertible bonds it was decided that on the whole 
it would be of advantage to the stockholders to use this 
procedure. The stockholders have to take the cense- 
quences, but consequence to the stockholders and con- 
sequence to the corporation are not the same thing. 
The corporation has gained the very advantage it 
sought. But if the procedure on conversion of bonds 
will not indicate by the ordinary test of decrease of 
assets or increase of liabilities that an expense has been 
incurred, a conclusion which is in better accord with 
the sense of the whole transaction is that no expense 
was incurred with reference to the unamortized dis- 
count. 

It may be urged that if there was not a liability to 
the face of the bonds, there was not a proper basis for 
the issue of stock with par value on the conversion. 
The answer is that the real difficulty is in the failure 
to recognize the true capital contribution through con- 
version of bonds. The corporation must get benefit 
either in property or in services. All the cash it gets 
from the bondholder is the money he paid on the issue 
of the bonds. What else did the corporation get? It 
got the use of the money as a borrower to the date of 
conversion. This element may reasonably be recog- 
nized and it would be in accordance with the real sense 
of the transaction to recognize a contribution of capital 
by the bondholder to the extent of the issue price of 
the bonds plus the discount to the date of conversion. 
The fact is that this is the limit of the capital which can 
properly be recognized. If state corporation laws per- 
mit the issue of stock to a larger amount, then the issue 
is legal, but this does not make up the deficiency in 
capital. No one with any extended acquaintance with 
corporation procedure would be so ingenuous as to 
suppose that the par value of stock issued necessarily 
represents the capital contributed. Try to make a bal- 
ance sheet to show the capital contributed without hav- 
ing some source other than the sale price of the bonds 
and it will soon appear that the capital is not there to 
cover the unamortized discount. 


The real answer to the problem is that from a proper 
financial, economic and accounting standpoint, at a 
given date the bond issued at a discount represents, in 
the accounts, three things: (1) money received on issue, 
(2) discount accrued but unpaid to the date in ques- 
tion, and (3) the remaining discount which would ac- 
crue and would ultimately be paid if the bonds were not 

(Continued on page 409) 





A Reasonable Addition to a Reserve 
for Bad Debts Under the Tax Law 


By Ernest H. EmMery* 


INCE the Revenue Act of 1921 for the first time 

permitted taxpayers to adopt the reserve method 

of handling bad debts in their Federal income tax 
returns, there appears to have been a considerable 
divergence of opinion as to the correct treatment of 
bad debts under the reserve method. 

Prior to the United States Board of Tax Appeals 
decision in Transatlantic Clock & Watch Company, 
3 B. T. A. 1064, the Commissioner of Internal Revenue 
had adopted certain rules governing 

(1) a change to the reserve method and 

(2) the annual addition to the reserve. 


Changing to the Reserve Method 


The Commissioner’s treatment of a 
change from the specific bad debt 
method to the reserve method is indi- 
cated in the following excerpts from 
his rulings. 

_Under further provisions of Article 
155, regulating a change to the reserve 
method of providing for bad debts, it is 
held that any debts of the corporation 
which were on its books at May 31, 1920, 
and have been or shall be determined to 
be worthless at a subsequent date, may be 
charged against the reserve and claimed 
as a deduction in its return for the years 
in which they have been determined to be 
worthless—I. T. 1442, C. B. I-2, p. 119. 

Not only is the addition to the reserve 
for 1922 deductible from gross income for 
that year, but the amount of bad debts 
ascertained to be worthless and charged 
ott during that year which were outstand- 
ing on December 31, 1921, are also de- 
ductible from gross income for 1922, in 
accordance with Articles 151 and 155 of 
Regulations 62.—-I. T. 1743, C. B. II-2, 
p. 143. , " 

Under the provisions of Article 155. of 
Regulations 62, the taxpayer, having 
elected to maintain a bad debt reserve, was 
required to determine the amount of the reserve which should 
reasonably have been set up as at the close of the preceding 
taxable year, which reserve did not constitute a proper deduc- 
tion in computing net income. Against this reserve all bad 
debts representing accounts accrued prior to the current fiscal 
year were to be charged, but these debts were proper deductions 
in computing the net income of the current fiscal year.—S. R. 
1441, C. B. IIT-2, p. 126. : 

The gist of these rulings is that there should be set 
up, as a charge to surplus, a reserve for bad debts at 
the beginning of the year in which the change is made 
to provide for bad debts arising from prior years’ sales 
based upon the taxpayer’s bad debt experience and 
that any debts ascertained to be worthless in the current 
year but which arose from prior years’ sales should be 
allowed as a deduction in the current year in addition 
to a deduction representing an increase in the reserve 


at the end of the current year. 





*Certified Public Accountant; with Brummel, Curran & Co., 
Accountants and Auditors, Chicago. 
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In other words, while these rulings were being fol- 
lowed, taxpayers were allowed in the year in which the 
change to the reserve method was made a bad debt de- 
duction consisting of two elements, namely, 

(1) an amount representing the current year’s addi- 

tion to the reserve and 

(2) an amount representing bad debts arising from 

prior years’ sales which became worthless in the 
current year. 

Soon after the Commissioner had acquiesced in the 
Board’s decision in Transatlantic Clock & Watch Com- 
pany, 3 B. T. A. 1064, the Bureau of Internal Revenue 
promulgated Mimeograph 3527', dated 
March 30, 1927, holding that taxpay- 
ers are not required to set up a re- 
serve for bad debts at the beginning 
of the year in which the change to the 
reserve basis was made, and that no 
deduction may be made for debts aris- 
ing from sales of years prior to the 
adoption of the reserve basis. 

There naturally arises the question 
of what treatment should be given to 
these bad debts ascertained to be 
worthless in the current year but 
which arose from prior years’ sales. 
Although neither the regulations as 
amended nor Mimeograph 3527 spe- 
cifically answers this question, the 
implication is that such bad debts 
should be charged against the reserve 
set up at the end of the current year 
in which the change to the reserve 
basis was made. Whether or not this 
procedure will meet the requirements 
of the situation will depend upon how 
the addition to the reserve is com- 
puted. The Board’s decision in the 
Transatlantic Clock & Watch Company case based the 
addition to the reserve upon two factors, namely, 

(1) the ratio of total bad debts to total gross sales 

for a three year period comprising a prior year 
and two subsequent current years, and 

(2) the gross sales of the current years. 

After computing the addition to the reserve by apply- 
ing the ascertained percentage to the current year’s 
gross sales, the Board charged the actual bad debts from 
whatever year’s sales against the reserve. It happened 
in the particular case which the Board was reviewing 
that the result was a credit balance in the reserve ac- 
count. However, in many cases, the Board’s method 
would result in an anomalous situation, namely, that 
the reserve because of extraordinary bad debt losses 
on prior years’ sales in a given year would show a debit 
balance. 

The taxpayer would then find itself in the position 


1VI-1 CB. 68. 
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where it had no reserve against which to charge the 
current year’s bad debts but would also have to defer 
taking the loss for income tax purposes until subsequent 
years in which perchance the reserve might regain the 
normal credit balance. 


The fundamental principles of accounting and, in the 
main, of income tax statutes require that a particular 
year’s income and expense including losses be allocated 
to that year and to no other year. In fact, the Board 
itself has often had occasion to condemn what it terms 
a “distortion” of income by shifting income or expense 
to a taxable period to which it does not belong. In 
many cases, the method of computing the addition to 
the reserve for bad debts adopted in the Transatlantic 
Clock & Watch Company decision would produce this 
inequitable result. In fairness to the Board, it should 
be presumed that if the Board had been dealing with 
facts which resulted in such an anomalous situation, it 
would have found some more equitable solution than 
a reserve for bad debts with a debit balance. 


Reasonable Method Suggested 


The foregoing discussion brings us to the point of 
suggesting a method of computing the addition to the 
reserve for bad debts which avoids the objectionable 
features of the computation used in the Transatlantic 
Clock & Watch Company decision. Furthermore, it is 
submitted as being a reasonable method in view of the 
fact that it combines all of the more relevant factors 
which should be taken into consideration in computing 
an addition to a reserve for bad debts. It appears to 
achieve a result more closely approximating the facts 
than any simple method except that used by auditors 
wherein the reserve for bad debts is based upon a de- 
tailed analysis of the outstanding receivables. 


The suggested method is as follows: 


(a) a debit is made to the reserve consisting of all 
debts ascertained to be worthless in the current 
year whether arising from current year’s or prior 
years’ sales; 


(b) a percentage is then computed based upon the 
relation between the total bad debt losses for 
the last five years and the total charge sales for 
the same period (both factors including the cur- 
rent year) ; 

(c) this percentage is applied to the total receivables 
outstanding at the end of the current year, the 
result being the credit balance that should appear 
in the reserve at the end of the current year ; 


(d) the last step is to charge against taxable net 
income and to credit to the reserve a sufficient 
amount to bring the credit balance of the reserve 
up to the amount determined in (c) after taking 
into consideration the bad debts charged to the 
reserve in (a). 


For the sake of illustration, assume the following: 





Year Charge Sales Bad Debts 
BEE bewheduwecenenscnksaeseadetetene Ma $90,000 $1,000 
MN Soe ixs.d Made t eda Geneerncke eben 98,000 500 
EE ‘tviukhewhs buseeciaawasedeueweriackon 106,000 1,500 
Oi a elk mache Ale aaa 100,000 1,200 
fg, eer ete 120,000 10,000 

TEE bret wscs meee ees caeueeae $514,000 $14,200 
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Accounts and notes receivable at Dec. 31, 1921......... $40 
Following the procedure outlined above, we have the 

lowing : 

(a) Bad debts ascertained to be worthless in 1921. .$10,000.00 

(b) 14,200 


,000 
fol- 





I A eae fit er ee 0276 plus 
OEY, Wee EN ini Siniel ie ecihcidh oalevere' é0i'sns.cl'e okies 1,104.00 
(d) Income tax deduction for bad debts............ 11,104.00 


The reserve for bad debts will then appear as follows: 
Reserve for Bad Debts 





Dee: SE 1921... 5 052 $10,000.00|Dec. 31, 1921........ $11,104.00 
| ere 1,104.00) 
————_| ecient 
$11,104.00 $11,104.00 


It will be readily perceived that by adopting this 
method both in the year in which the change is made 
to the reserve basis and also in subsequent years, there 
is no possibility of arriving at a temporary debit bal- 
ance in the reserve account. 

Furthermore, the reserve will always absorb the 
actual bad debts charged against it and will have a credit 
balance which bears an experience ratio to the receiv- 
ables outstanding at the end of the current year. 

Finally, bad debt losses will automatically be absorbed 
in the year in which they are sustained and will not be 
carried over as a charge against the income of subse- 
quent years. 

In this connection, it is interesting to note that the 
U. S. Circuit Court of Appeals, First Circuit, in its 
decision in Rhode Island Hospital Trust Company v. 
Commissioner, in reversing the Board of Tax Appeals, 
said: | 

As already stated, it is now conceded that the tax authorities 
were correct in ruling that the Trust Company was not entitled 
both to deduct the $87,500 above referréd to as a bad debt, and 
also to make an addition of $200,000 to its reserve; but it does 
not follow that the tax authorities should not have added the 
$87,500 to the proposed addition to the reserve. Taxpayers’ 
rights are not, under the conditions here involved, to be deter- 
mined on merely technical grounds. The provision for this 
reserve first appeared in this Act of 1921. The Trust Com- 
pany’s real rights were not to be destroyed because of its initial 


failure to put its claim on the technically proper ground, under 
this new provision. 


The implications of the foregoing decision seem to 
support the principle that the addition to the bad debt 
reserve should be sufficient to absorb the charges against 
the reserve and also to provide for any potential bad 
debts contained in the outstanding receivables at the 
end of a taxable year. 


Report of Year’s Activities by Special Tax 
Committee of A. B. A. 


T THE 52nd annual meeting of the American Bar 
Association to be held at Memphis, Tenn., October 
23-25, the Special Committee on Federal Taxation will 
recommend that the committee be continued and that 
it be authorized to continue its cooperation with the 
Congressional Joint Committee on Internal Revenue 
Taxation, the committees of Congress concerned with 
taxes, the United States Board of Tax Appeals, and 
the Treasury Department, in assisting, so far as called 
upon, in the improvement of tax legislation and admin- 
istration. 
The following report of the accomplishments of the 
committee during the year will be made: 
(Continued on page 408) 
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Valuation Problems in Federal Taxation 


By WiLLiAM Henry Harrison* 


HE report of the Joint Committee on Internal 

Revenue Taxation, dated June 8, 1929, is, or 

should be, a matter of interest to the public by rea- 
son of some of the comments contained therein on im- 
portant phases of tax administration. This discussion 
is not a review of that report. The portion of the 
report that is of interest is the citation of the Commit- 
tee, reading as follows: 


4c—Thirty-three percent of the total over-assessments are 
due principally to the adjustment of questions involving valua- 
tions. It appears fair to conclude that the most troublesome 
provisions of our present revenue act are those requiring such 
valuations, which are based largely on judgment. 


History 


Valuation questions, as a rule, are engineering ques- 
tions and the citation of the Joint 
Committee is a matter that may well 
be pondered over by those on the out- 
side of the Department, including the 
taxpaying public and their representa- 
tives. A kaleidoscopic review of the 
history of the Engineering Division 
in the Income Tax Unit, now called 
the Engineering Section, will not be 
out of place in an introduction to some 
of the difficulties in the administra- 
tion of the taxing Statutes as related 
to procedure, or practice as adopted 
by the Income Tax Unit, with which 
this paper deals. This part of the 
discussion will be of interest to the 
public, and the taxpayers in general, 
because it is an attempt to treat the 
situations involved with all fairness, 
and to provide a background of fact 
that brings the subject discussed close 
up for review. 

The taxpaying public has had vary- 
ing conceptions of the valuation an- 
gle of Federal taxation. In fact, those individuals 
who have had no valuation questions to bother with do 
not know that the Income Tax Unit has been concerned 
with them in a gigantic way since 1919, and in a smaller 
way prior thereto. There have been no encomiums 
passed out for the representatives of the Department 
concerned with these questions. 

However, lest the public forgets the history of the 
events that have transpired, it is well to recall that the 
Engineering Division was formed to give it the profes- 
sional entity so much desired in the engineering prob- 
lems of the Unit. In spite of the fact that it is now 
designated a Section within the Audit Review Division, 
it is the same unit in the flow-sheet of the Income Tax 
Unit’s activities, with the exception that it is under the 
direct control of the accounting head of that Division. 
This has removed some of the control from the engi- 
neer’s hands. 


It has been a task fraught with many vicissitudes 
*Consulting Engineer, Washington, D. C. 
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that the engineers have faced in the departmental service 
in the ten years that they have been on duty in Wash- 
ington. It is recalled that D. C. Roper, then Commis- 
sioner of Internal Revenue, in 1918 secured the services 
of two or three engineers to organize a staff for the 
administration of the engineering angle of the 1917 
Revenue Act. Dr. T. S. Adams also advised with, and 
later as a member of the Advisory Tax Board under 
the 1918 Revenue Act consulted with the Commissioner 
in regard to valuation matters. This Board had a life 
of two years under the Revenue Act of 1918, which 
created it. It was charged with the solution of disputed 
questions involving invested capital in specific cases 
under the 1917 and 1918 Revenue Acts. It found that 
the needs of the situation were too numerous for it to 
act on all questions coming up before 
it involving a great deal of detail, and 
therefore its rulings were more or less 
brief, and at times arbitrary, at least 
until the questions involved could be 
awarded more detailed study. 

In 1919 the problem was coming 
closer. At the same time the magni- 
tude and character of valuation 
problems were growing. The admin- 
istrative authorities were worried 

-about the large number of proposed 
assessments of additional taxes that 
‘were crowding themselves on the cal- 
endar. These assessments were held 
up pending the settlement of valua- 
tion questions that were involved. 
With the increase of responsibility in 
the administration of the law, and 
the growth in the necessities for col- 
lecting the internal revenue there- 
under the advice and aid of other 
engineers were sought and obtained 
. in 1919, Prior thereto the valuation 
problems had been handled by the various staff heads, 
revenue agents, and others. Even rough provisional 
valuations were authorized to later come up for an 
opinion as to their finality. This was all the outcome 
of ‘urgent official requests to expedite conclusions in 
some of the valuation work then pending. It added a 
heavy burden to the shoulders of those engineers who 
were expected to find the solution of a most complex 
problem. 

The requirements of the administrative authorities 
became more and more insistent. With this situation 
in the offing the Engineering Staff was organized in 
that year. The services of engineers in all the natural 
resource industries in the country were sought, and the 
personnel finally selected represented a cross-section of 
these industries. There came to Washington a new 
type of public servant, the engineer, who had seen 
service on the outskirts of civilization and in the front 
lines of scientific effort throughout the entire country. 
They were, and are, as fine a collection of trained and 
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experienced men as the Treasury Department has ever 
enlisted in its service. They came to their work with 
the zest of achievement and pride in their life work in 
the open spaces, mines, shéps, and mills. They had 
already adopted in their minds an independence of rea- 
soning and action, because in private life they had to 
show results, or in common parlance, “deliver the 
goods,” or else drop the leadership which they had car- 
ried in the various niches of industrial activities. 

The Unit had no prestige in this line to uphold. 
There were no manuals to guide them in the solution 
of this peculiar problem. There were no regulars in 
the Department to train these volunteers in public serv- 
ice. Each and all were given new problems of which 
the Department sought solutions. 

Then, it became apparent that methods and procedure 
must be effected in conformity with the statutes. Engi- 
neering bibliography on valuations were searched and 
annotated, and the professional practice dissected in 
order to find the solid ground for uniformity of effort. 
A study of the present value methods was made for 
their application to the determination of values of 
natural resources subject to depletion, and for capital 
sums. 

In the natural resource field, book or gross values 
were still being applied in the determination of values 
in the merger of corporations. Hoover and Finley 
had treated the subject of mine valuations. The latter 
had applied the present value methods in the natural 
resource valuations made for the Michigan State Tax 
Commission, and the former had issued a published de- 
scription of the various methods and practice as of the 
date of issue. This work unlike Finley’s was a general 
survey, and was not the result of any one specific valua- 
tion assignment. 

However, the commercial use of the present value 
method was not widespread. One very large group of 
copper companies had been valued on the basis of the 
gross value of one year’s production of copper by one 
of the most notable engineers in the mining profession 
a few years before 1911. But in the engineering prac- 
tice in England and Wales the bibliographical research 
found rich material. O’Donohue in his valuation of 
the coal and tin properties of Wales and Cornwall had 
contributed his discussions and research in the form of 
a book, which is perhaps one of the most accurate 
accounts of original valuation studies, even today. It 
is at least an authoritative discussion of the first rank. 

With this background of investigative effort the 
engineers formulated their plans and procedure, which 
became the basis for the greatest valuation task that 
was ever thrust on a similar group of professional men. 
It was by far the largest assignment in the history of 
the Bureau of Internal Revenue. The magnitude of the 
task would have never been realized by any other group 
of professional men, or tackled with the same degree 
of success, a success that was beset by every obstacle 
that government procedure could provide. Control was 
exercised by non-technical and sometimes political ap- 
pointee heads of the Unit, and this in varying doses 
as time went on. 

The engineers have never been given the same pro- 
fessional independence of action as have been allowed 
the attorneys in the Department. They were about to 
obtain it on more than one occasion, but ultimately, and 
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by degrees, this independence has been curtailed to a 
stage far beyond the established practice in private in- 
dustry. There the engineer is a distinct unit in indus- 
trial effort, and he directs, and takes command of the 
situations that arise, being responsible for the outcome 
of this effort. Therein, lies much, but not all of the 
present complaint as to the finality of conclusions 
reached in valuation problems. It.is small wonder that 
a conclusion is ever reached with the conflicting factors 
involved. The engineer in private practice must first 
of all satisfy himself as to the accuracy of his conclu- 
sions. In the Unit he must satisfy a coterie of officials, 
conferees, accounting heads, etc., that have had no 
valuation prestige to sustain. Coupled with that is the 
self interest of taxpayers, rightly but also very often, 
erroneously asserted. 

The withdrawal of any independence of action in 
a valuation conclusion nullifies that conclusion. It has 
no value, or at most only a biased value. If a con- 
clusion is worthy of the cost to obtain it, it is worthy 
of a test in court. Private industry follows that line of 
thought and predicates its progress on the finality of a 
conclusion, that it will support to the end. 


Influence of the Board 


The discussion in this paper is primarily concerned 
with the differences in conclusions, and the premises 
on which they are based with respect to valuations 
allowed by the Unit, and those allowed by the Board 
of Tax Appeals. It is not intended as a criticism of 
the efforts of either, but rather it is an effort to point 
the way toward possible adjustment and correction of 
these differences. That they exist is recognized. It 
may be accounted for in part by the fact that the Board 
of Tax Appeals did not come into existence until the 
administrative work of the Bureau was seven years old 
under the 1917 Revenue Act, and six years old under 
the 1918 Revenue Act. In between there were two 
tribunals of review. The first of these was the Ad- 
visory Tax Board, a statutory body, created under the 
Revenue Act of 1918, and which had a life of two 
years. Then, followed the Committee on Appeals and 
Review, which was organized within the Bureau and 
preceded the Board of Tax Appeals, another statutory 
body. The methods of procedure of these first two 
bodies were informal and their decisions were not made 
public, whereas the Board of Tax Appeals holds public 
hearings, and publishes its decisions. 

However, the tax administration history of the Ad- 
visory Tax Board and the Committee on Appeais and 
Review had an effect on the procedure within the Unit 
prior to the organization of the Board of Tax Appeals. 
It may account to some extent for the present differ- 
ences between the methods pursued by the Unit in 
arriving at a valuation conclusion, as distinct from those 
followed by the Board of Tax Appeals. In several 
of these cases that the writer has examined with re- 
spect to valuation questions it would appear that the 
Board of Tax Appeals has merely started its examina- 
tion where the Unit left off. There is a well defined 
dividing line over which the Board steps boldly, but 
the Income Tax Unit conservatively stands pat, or 
rather aloof from incorporating some of the Board’s 
methods of analysis of these problems. This is referred 
to here, because it is believed that the Unit would profit 
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a great deal by wiping that line out, and endeavoring 
to have the same set of facts presented to it as are 
presented to the Board of Tax Appeals, instead of re- 
serving to itself the right to say that it is interested 
i only one method or two methods of valuation, and 
that as far as it is concerned it has no use for an opinion 
or opinion evidence based on potential values, such as 
strategic, planned, and proven developments, that may 
have been delayed, or are in process of realization on 
the basic date. 

The Board of Tax Appeals or the courts seldom refer 
to the Regulations under the various revenue acts. The 
Statute or organic act controls the opinions arising 
thereunder, and is the natural guide in such cases. 
The Board has occasionally, however, found an article 
in the Regulations to be an incorrect interpretation of 
the Act, and conversely, has at other times, agreed with 
the given articles of the Regulations, where they have 
been at issue. 

The Unit follows or endeavors to follow the Regula- 
tions prescribed under each Act. The Board of Tax 
Appeals, as well as the Courts found their opinion upon 
the Statute. The conflicts which these decisions may 
have with the Unit’s findings, are in some cases the 
result of a disagreement with some article of the Regu- 
lations, which is found to be in disagreement with the 
Statute. But it more often happens that the disagree- 
ment is in the interpretation of the facts, or due to 
additional facts or evidence that were never presented 
to the Unit, and perhaps would not have been presented 
to the Board of Tax Appeals, except for the oppor- 
tunity it offers of placing these facts on record by direct 
testimony under oath. 


Valuation Procedure 


The purpose of a valuation in so far as Federal 
taxation is concerned is to find a conclusion that repre- 
sents what a willing seller wi!l sell for and what a will- 
ing buyer will pay for a particular thing. 

In the Unit there happens to be two fairly well-worn 
avenues of approach to a problem in valuation. These 
are the analytic appraisal or present worth method, and 
the comparative sales method. For the purpose of 
clarity we will take the Unit’s rule as laid down in the 
Regulations on which it justifies its conclusions. This 
same rule runs through the Regulations with respect to 
the valuation of any property, or at least in the majority 
of cases requiring a valuation. It is set forth in Art. 
206, Regulations 62, and in the subsequent Regulations 
without any material change in meaning. This article 
is used in connection with the valuation of mining 
properties, and is also referred to in the articles dealing 
with oil and gas valuations. However, it is a set of 
rules that are not restricted by the character of the asset 
being valued. It reads in part as follows: 

The Commissioner will lend due weight and consideration to 
any and all factors and evidence having a bearing on the market 
value, such as cost, actual sales and transfers of similar prop- 
erties, market value of stock or shares, royalties, rentals, value 
fixed by the owner for local or state taxation, partnership 
accountings, records of litization in which the value of the 
property was in question, the amount at which the property 
may have been inventoried in probate court, and in the absence 
of better evidence disinterested appraisals by approved methods. 
Valuations by analytic apnraisal methods, such as the present 
value method, are not entitled to great weight, etc., etc. 

And this in particular: 
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. .. Where the fair market value must be ascertained as of 
a certain date, analytic appraisal methods will not be used if 
the fair market value can reasonably be determined by any 
other method. 


The above quoted Commissioner’s interpretation of 
Section 214 (a) 10 of the Revenue Act of 1921 sup- 
plies ample leeway for determining values. There is 
nothing in the article just quoted requiring the use of 
an analytic appraisal or present value methods, yet 
many valuations determined within the Unit are based 
on this method. Frequently these appraisals have been 
made by engineers without personal knowledge of the 
conditions existing at the time, and the place of the 
appraisal, their conclusions resting on the replies to 
set questions contained in a form, which is a question- 
naire, prepared in the Bureau and filled out and sub- 
mitted by the taxpayer, under oath. The Unit’s engineer 
having determined a value in the manner indicated must 
be prepared to support the valuation by testimony from 
the witness stand in hearings before the Board of Tax 
Appeals. However, he is faced with the uncertainty of 
sustaining a valuation if it is on the basis of an ap- 
praisal by the present value method, especially if the 
petitioner has very strong expert testimony to offer 
that includes associated facts that are not acceptable to 
the Unit. The petitioner’s witnesses are in the strategic 
position as a rule, of being familiar with thé property as 
of the date of valuation. 


The Board of Tax Appeals has been very cautious 
in approving a finding based on an analytic appraisal 
or present value determination. It now seems possible 
for the Unit to support a valuation made in this man- 
ner before the Board, only if the stronger and more 
effective expert: testimony submitted by the petitioner 
does not nullify the same by reason of first hand knowl- 
edge of the conditions as of the time of the valuation. 
Expert testimony in the form of an opinion, which 
shows a first hand knowledge of the facts as of the basic 
date is extremely hard to break down, and especially 
so with a retroactive appraisal prepared without the 
first hand knowledge. This accounts for the relatively 
weak position that the government occupies in most of 
such cases involving values that are carried up as an 
issue on appeal to the Board of Tax Appeals, and 
the courts. Moreover, the government is rather: parsi- 
monious in financial matters, and only in rare intervals 
will it go out and defend its position by employment 
of outside expert testimony. This is a practice that the 
private individual could not afford to follow, because his 
financial well being is involved. 


There is a practice in vogue among some appraisers 
to use comparative sales to determine values. In the 
Unit it is the most common method invoked next to 
the analytic appraisal or present value method, in deter- 
mining values. It can be made under given conditions 
to assume very arbitrary aspects. 

In the first place all the facts are rarely obtained, 
or are not obtainable because of the disinclination of the 
taxpayer, where a comparative sale or proposed com- 
parative sale is involved. There is available in the 
office of the County Recorder of the locality where the 
property is situated certain records bearing on sales. 
It is natural that the Government will in some cases 
go to these records if it cannot get its evidence in any 
other manner. The taxpayer could possibly show how 
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inapplicable such records might be, provided the com- 
parative sales are made a subject of discussion in con- 
ference, or before a duly authorized personnel within 
the Unit permitted to take evidence under oath. This 
is one situation. However, the information secured 
from the County Recorder’s office does not carry any 
description of the surrounding events, such as the de- 
gree of development, location and proposed location of 
transportation lines, security issues that may have been 
authorized, and having as a part of their value, in the 
proposed or partially completed developments above 
cited, etc. The absence of these data may result in the 
comparative sales being reduced to a negative factor. 


In other instances, the Unit has secured valuable data 
regarding sales from the tax returns of the person or 
firm which made the sale, since there is almost always 
a profit or loss to be accounted for. Facts secured in 
this manner are quite complete, and are recorded in the 
files of the Unit, and entered on maps used by the engi- 
neers, so that they may be referred to when consider- 
ing values of adjoining or adjacent properties. This 
information is kept secret though, in accordance with 
the Commissioner’s interpretation of the law, and some- 
times a valuation is determined on this basis in such 
a way that the taxpayer is at a loss to understand how 
the result was obtained. 


The comparative sales method may be illustrated by 
a case involving two houses in the same block, but of 
different sizes, rooms, fixtures, etc., and where one is 
to be evaluated on the basis of the selling price of the 
other. It is just as difficult to compare these two 
houses for valuation purposes as it is to compare two 
mines, oil wells, patents, or any other object of tangible 
or intangible value without admitting expert opinion 
testimony. 

No engineer would be considered to have made a rea- 
sonable determination of value by measuring the value 
of one oil well by what another sold for, and going 
no further. However, it is noticed that certain mines, 
quarries, timber tracts, and other natural resources have 
been so valued by the Unit, and usually to the detriment 
of the taxpayer owning such property. No comparison 
is complete until all the facts are known with respect to 
the conditions underlying the location, and various fac- 
tors entering into the determination of the value of the 
property, whose sale price is being used as a compara- 
tive in the determination of the value of the property 
lying adjacent thereto, or maybe a mile away. 


The expert witness, as a judge of values, is cognizant 
of the time and conditions with respect to the event or 
sale. However, his testimony is given no consideration 
by the Unit so far as it involves his opinion, and he 
must await his opportunity to testify before the Board 
of Tax Appeals, where his evidence is searchingly 
weighed, and considered. He will have at his command, 
to support his opinion, the available figures as to net 
earnings, reserves, and physical facts bearing on the 
concern, whose sale value it is proposed to use as a 
comparative. Merely because the properties lie close 
to one another is not to him conclusive evidence of 
comparative values. He will look carefully to find the 
comparison in other factors that are going to justify 
its use as evidence of value. The limited evidence 
thus assembled frequently is a basis for a valuation, 
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which compels the taxpayer to petition the Board of 
Tax Appeals for relief. 

The Unit’s valuation should reflect a consideration of 
the kind of evidence usually brought out in the trial of 
cases before the Board of Tax Appeals, and the Courts. 
There is a difference that should not be so noticeable. 
That difference appears to be due to the methods of pro- 
cedure, required by the Unit and the Board of Tax Ap- 
peals, to get the evidence in their respective records. 
The Unit follows, it is believed, the requirements laid 
down in Art. 206, and does not concern itself so much 
with the legal manner or form of presenting the facts, 
leaving that duty to the General Counsel’s office. 

Before the Board of Tax Appeals or the Courts, the 
petitioner, or his expert witnesses are questioned on 
oath as to the major factors of a technical or com- 
mercial aspect. The comparison of the Board of Tax 
Appeals’ opinion as to value, with that of an engineer- 
ing valuation report of the Unit furnishes interesting 
thought in the mind of the reader. Frequently, the 
question arises as to why the Board’s statements of facts 
are so much more complete and direct in many cases. 
The two represent in most cases entirely two different 
methods of approach. The natural conclusion of one 
who is looking the two over at the same time is that 
the methods of approach and conclusion could be 
brought closer together in cases on appeal. The legal 
means for doing so exist. But the procedure, it is said, 
is the obstacle. However, it is to be noted that proce- 
dure is largely a custom in matters where a personal 
opinion is involved such as is the case in analytic ap- 
praisals, and comparative sales methods. At the same 
time it is not to be overlooked that the taxpayer is him- 
self at fault if he fails to submit.pertinent evidence to 
the Unit’s engineers. There appears to be no excuse 
for this course of action, certainly there is no con- 
structive results which he can obtain by presenting cer- 
tain pertinent evidence for the first time, when the 
case comes up on appeal for a hearing before the Board 
of Tax Appeals. Still he is like any other petitioner 
before the bar, and is exercising every right that he 
possesses, or has not brought into play while these mat- 
ters were pending before the Unit. 

Before going into a discussion of the procedure sit- 
uation, which it is believed can be modified in appeal 
cases it is desired to give a few actual citations of cases 
showing a wide difference between administrative find- 
ings and opinions under Art. 206, or off-shoots of that 
article, and the judicial analysis and opinions under 
Section 214 of the Act prior to 1928, and Section 23 
of the Act of the latter year. 


Unit’s Valuation Compared With Board Decisions 


The writer has for a long time realized the conflict 
of methods in preparing evidence to sustain a valuation 
before the Unit as distinct from cases tried before the 
Board of Tax Appeals. This reference is to the point 
of the entire discussion herein, and will be revealed 
when the causes and effects, and conclusions have been 
first presented. 

In commercial practice and trade, a valuation conclu- 
sion, or the methods used in arriving at that conclu- 
sion, does not differ to any great extent from the same 
methods employed in the courts to establish the. evi- 
dence surrounding an opinion of value. This observa- 
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tion invites comment as to ways and means of reconcil- 
ing the Unit’s practice in cases on appeal with the same 
practice in the Board of Tax Appeals and the Courts, 
If expert opinion is competent testimony before the 
Board of Tax Appeals and the Courts, it should be 
equally competent testimony before the Unit. 

The representatives of the Unit have said over and 
over that, speaking for the Unit, they will not accept 
expert opinion evidence even when claimed to be based 
on facts. This creates an anomalous situation that 
brings about delays cited at the outset of this paper. 
This point involves an average example of the obstacles 
encountered where the interest of all is concerned. It 
would appear that the qualifications of a witness can 
always be ascertained under oath, and his integrity and 
responsibility as to accuracy of any statement to the 
Unit, made just as great as the same statement would 
involve if made before the Courts. 

To illustrate the point more fully citations of cases 
are made, which will amplify these remarks, and show 
the inadequacy of analytic appraisals or present value 
determinations, and comparative sales as measures of 
value, where all the surrounding facts have not been 
considered by the Unit. 

In the appeal of Hickox v. Commissioner, 7 B. T. A. 
142, the respondent endeavored to establish a value for 
the petitioner’s coal lands as at March 1, 1913. These 
lands were sold in 1921 for a consideration of $200.00 
per acre. Two valuations were determined by the re- 
spondent. The first, in the amount of $75.00 per acre, 
which was revised later by a second valuation in the 
amount of $100.00 per acre. 

The petitioner established by expert testimony that 
these lands had a value of $200.00 per acre at March 1, 
1913. The difference in these values may have been 
due to the fact that the respondent used comparative 
sales. The record as published does not make this clear. 
However, that may be, the respondent produced no wit- 
nesses to support his contentions. 

The same evidence as submitted in the Board of Tax 
Appeals hearing could have been produced before the 
Unit had testimony been taken by a duly constituted 
commission or personnel in the Unit, which was pre- 
pared to receive sworn testimony. But the Unit objects 
to such opinion evidence. 

The finding in a case of this kind may well give rise 
to the question as to whether or not, Section 214 (a) 10 
prohibits such testimony before the Unit, and why the 
conclusion of the Unit, if it had value was not defended 
by producing as witnesses the engineers or accountants 
who made that value. This is a natural conclusion, and 
it is a fair question, because the point is raised as to the 
reasons for delays caused by appeals to the Board. 

The appeal of Opperman Coal Co. v. Commissioner, 
6 B. T. A. 1215, is another example. The respondent’s 
conclusion was that the leasehold of coal lands had a 
value equivalent to the par value of the stock issued 
therefor, and this value was allowed by the Unit, in 
the amount of $5,300.00 as at April 28, 1913. 

The hearing brought out the facts as to the develop- 
ment of the property, and the showing on the three 
veins of coal, one of which had a thickness of 126 
inches, and the second, 66 inches, and the third, 84 
inches. A railroad had been built to the property by 
March, 1913.. Various other factors pertinent to the 
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situation, such as an available reserve of 19 to 20 mil- 
lion tons of coal on April 28, 1913, had been developed 
according to the transcript of the hearing, and admitted 
in the Board’s opinion. Houses, a tipple, and coal 
entries had been constructed. Equipment providing 
for a maximum output of 1200 tons per day was in 
place. On the basis of the testimony the Board held 
that the leasehold had a value of $200,000.00 at the date 
of purchase. 

The record of the hearing shows how one-sided the 
respondent’s contentions must have been. This is an- 
other citation in illustration of the fact that the expert 
opinion testimony before the Board had a value exceed- 
ing any conclusions arrived at by mathematical calcula- 
tions. It is to wonder if this case could have been set- 
tled within the Unit with the same testimony given by 
the petitioner before the Board, and within the Unit’s 
restricted procedure. There was certainly ample leeway 
under the Law, so much so that it is hard to see on 
what premises the wide difference of opinion could be 
justified. 

However, it is important to remember that all differ- 
ences as to value in tax cases are not differences with a 
finding by the Unit’s engineer. This finding may have 
originated in a revenue agent’s field report, and may 
never have been duly passed on by the Unit’s engineer. 
This conflict also exists in some cases, but not in any 
great number of cases. To this extent the flow-sheet 
of the Unit’s activities with respect to a particular case 
approaches the situation that existed in 1917, prior to 
the enlistment of the engineer’s services. It is just one 
of these situations that still arise, and in no way is it a 
responsibility of the engineer at the time. Manifestly 
he does not review a valuation finding until brought 
to his attention. 

Again, in the above Board cases we have a situation 
which fails to reconcile two different methods of find- 
ing values, the arbitrary fact finding method of the re- 
spondent; and the expert testimony of the petitioner’s 
witnesses, which revealed all the contributing points in 
that value, and a historical sequence of events, which 
proved the values claimed, or the enhancement in the 
value prior to the acquisition. The retroactive analytic 
appraisal or present value method, and the compara- 
tive sales method all too often ignore contributing facts 
that one must see personally to adequately measure. 

In the case of East Lynn Coal Co. v. Commissioner, 
13 B. T. A.. 116, it is only necessary to digest the 
opinion of the Board Member to get the perspective 
of the case. The petitioner acquired certain coal lands 
in 1902 for all of its capital stock, and $51,400.00 in 
cash, and it contended that the value of the lands in 
1902 was $351,400, and that they have always been 
carried at that figure on its books. The respondent re- 
fused to allow the petitioner any value for such lands in 
computing its invested capital. 

The consideration was the issue of total capital stock, 
and execution of a mortgage of all property in the sum 
of $150,000. The testimony shows, as the opinion of 
the Member states, that the construction of a railroad 
was assured, and this fact with its favorable and stra- 
tegic location made the tract very valuable. Two seams 
of coal were known, and the engineer witness of the 
petitioner testified to a recoverable minimum coal re- 
serve of 31,090,000 tons as being known. 
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The respondent’s witness was unable to refute this 
testimony, and these facts, so the Member said, with 
the evidence that the petitioner was able to secure a 
$150,000 mortgage on the property convinced him that 
the cash value of the property was $310,900, when paid 
in for stock, instead of nothing allowed by the Com- 
missioner. Thus, in that case we have a condition that 
was not adequately served by an analytic appraisal, or 
present worth determination, or even comparative sales. 
Just how the respondent arrived at his conclusion that 
there was no value to the asset is not indicated. Poten- 
tial factors predominate along with certain actual devel- 
opments that had been accomplished in financing the 
operation. 


This is a typical case requiring a valuation, and it is 
easy to see how incomplete any questionnaire would be 
in furnishing facts, because the taxpayer does not know 
what procedure to follow to the best advantage. All 
of these facts could have been brought out in a hearing 
under oath before the Unit, and a determination 
reached, perhaps without the necessity of an appeal. 

There will always be similar cases pending before 
the Unit as they are this time, in which similar reversals 
will undoubtedly be made a matter of record. They 
may have become fewer as the Unit modifies its meth- 
ods, as it should do, because it is not possible to avoid 
the facts, whether they represent the completed action, 
or action in the process of being carried out as cited 
in the decision last mentioned above. It is impossible 
to obtain comparative sales where the property being 
valued is the only one in the given territory adequately 
served by a railroad, or is drilled and in the process of 
starting production at the basic date. However, it is the 
comparative sales that the Unit sometimes utilizes 
without sufficient regard to the underlying factors. 


Manifestly the Board sees the point involved, other- 
wise an arbitrary conclusion of this kind by the Unit 
would not be reversed in favor of the taxpayer, as 
so often happens. A reason for this reverse may be 
that the valuation procedure in the Unit follows certain 
fixed lines, and it has not yet adopted a method suff- 
ciently flexible to permit this kind of evidence to be 
applied. If the surrounding conditions, which influence 
expert opinion, contribute to the solution of the prob- 
lem involved in the valuation of the property in question 
such opinion shou!d be considered by the Unit. The 
intent of the statutes, particularly the Revenue Act of 
1928, seems to be that such evidence may be accepted. 


Similar conditions are involved in the analytic ap- 
praisal or present value method. There, identically the 
same potential and partially developed factors may play 
a highly important part in the determination of the 
value of a property, which by reason of their discard 
in an analytic appraisal, gives a conclusion that may be 
far from accurate. The main criticism to be applied to 
this method, is the acceptance of a mathematical calcu- 
lation, that does not embody all of the actual or known 
facts, but is instead a purely arithmetical determination 
that may not even represent the best judgment of the 
appraiser. 

The failure to adopt a more flexible procedure within 
the Unit, so that it will accord to some extent at least 
with the fact finding methods of the Board of Tax Ap- 
peals, is subject to criticism, and in a measure it is the 
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source of material delays in the determination of values. 

In the Appeal of the Reserve Natural Gas Co., of 
Louisiana v. Commissioner, 12 B. T. A. 219, the valua- 
tion of a contract for the purchase, transportation, and 
sale of natural gas for invested capital and exhaustion 
by depreciation was involved. 

The respondent allowed a valuation for the Con- 
tract in the amount of $300,000, as against the value 
claimed by the petitioner on its books of $1,200,000. 
At the Board hearing the petitioner amended its peti- 
tion, claiming $2,400,000 for the contract, and the re- 
spondent amended his answer asking that no value be 
allowed. In the situation involved the Board said that 
the respondent and the petitioner were both involved 
with extreme views. The Board established in this 
case a value of $1,200,000 for the contract, but in doing 
so took into account a future increase of earnings under 
the contract, as against its customary practice of taking 
only the prior earning record as evidence of value. In 
other words, it took not only the actual prior earnings 
as of the basic date, but increased these by a factor 
that supposedly represented future increase in the earn- 
ings, and discounted this to present worth over the life 
of the contract. 

In this case all the factors were present, or were 
available. It was an admirable case for the application 
of the present worth method of appraisal. The 
lesson to be drawn from this decision is that the 
petitioner is not necessarily he'd to actual accomplish- 
ment by way of earnings, if its witnesses can show 
beyond any question the future possible increase in the 
earnings of the property being valued. The petitioner’s 
counsel does not always bring up this point in many 
cases being heard before the Board of Tax Appeals, or 
if it does, it is of such uncertain tenor that it does not 
lend itself to any degree of credence, and is ignored. 
This omission may be due to inadequate study by its 
counsel. : 


Opinion Evidence in the Unit 


Section 618 of the 1928 Act amending Section 1104 
of the 1926 Act, now authorizes the taking of testi- 
mony under oath in the Income Tax Unit in connec- 
tion with the audit of tax returns. This Section, which 
is of considerable importance reads as follows: 

SEC. 1104. The Commissioner, for the purpose of ascer- 
taining the correctness of any return or for the purpose of 
making a return where none has been made, is hereby author- 
ized, by anv officer or employee of the Bureau of Internal 
Revenue, including the field service, designated by him for that 
purpose, to examine any books, papers, records, or memoranda 
bearing upon the matters required to be included in the return, 
and may require the attendance of the person rendering the 
return or of any officer or employee of such person, or the 
attendance of any other person having knowledge in the 
premises, and may take his testimony with reference to the 
matter required by law to be included in such return, with 
power to administer oaths to such person or persons. 


The bar against opinion evidence in the Income Tax 
Unit has caused the closing of many tax cases in ways 
that have seemingly caused injustice, or unfairness 
either to the Treasury or to the taxpayer. This has 
happened because of the methods adopted in the Unit, 
which has ruled against the taxpayer on all disputed 
issues, until he could prove his case in the narrow limits 
to which he is subject. These tax matters, in the past, 
were closed to the disadvantage of the taxpayer, whose 

(Continued on page 404) 
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HEN all existing avenues for administrative 

relief have been exhausted—after claim for re- 

fund of taxes alleged to have been assessed and 
collected in excess of those rightfully due has been 
rejected by the Commissioner, the question next arises 
as to what further course the aggrieved taxpayer may 
pursue—to what court he may best take his case for 
final solution. Attorneys and others handling tax cases 
have found it something of a problem to decide what 
forum to select for the prosecution of suits for refund 
and success or failure may hinge as much on the wis- 
dom of the choice as on the merits of the case. The 
aim of this article is, based on a rather wide ex- 
perience and observation, to point out the comparative 
advantages and disadvantages of the different courses 
that may be pursued. 
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To Pay or Not to Pay 


It may be assumed, for the pur- 
poses of this discussion, that the 
reader understands how tax questions 
develop to a point where court action 
is the only remaining course for re- 
lief, so that the various steps leading 
to such situation need not here be 
described. It may be said, however, 
and it is thought a goodly number of 
taxpayers may feel they have solid 
reason for agreeing, that when the 
Commissioner has made a deficiency 
assessment and issued his “60-day 
letter”, it is very questionable whether 
the wiser course is not to pay the tax 
under protest, claim refund and sue 
at once, rather than to go the long 
road of trouble and delay involved 
by an appeal to the Board of Tax 
Appeals and subsequently to the 
courts. The Board of Tax Appeals, 
doubtless with all good intentions and zeal, is almost 
hopelessly swamped with appeals from determinations 
made by the Commissioner. And to many, including 
the writer, it has seemed that the Board has been to 
an extent “ham strung” in its usefulness, handicapped 
in its power to be fair or to transact its business in a 
sane, common, horse-sense fashion, by the enactment 
of rules quite as technical as those of any court, by 
formalities quite as ponderous as those prevailing in the 
highest tribunals. In other words, it is functioning 
more like a full-fledged technical court than as a plain 
straight-forward tribunal where the tax payer can go 
and lay his cards on the table, talk over the reason of 
the situation, and get an expert and unbiased decision 
without formality, red tape or delay. It is rather to be 
supposed that Congress intended to create a tribunal 
of the kind last described. If so, it must be disap- 
pointed. The decisions of the Board, with some excep- 
tions, of course, lend small support to the hope that 
the Board will ever function other than as a very tech- 
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nical court strongly imbued with notions of ceremonious 
rite. Of course a tax payer, by appealing to the Board, 
may for a long time avoid the necessity of paying the 
additional assessment, but it comes all the harder when 
he does have to pay it—as he does in the vast majority 
of instances—with interest for the elapsed years. If 
he has a case; if the additional tax, in law and fact, 
ought not to be assessed or paid; if, when paid, he has 
sound ground for claiming refund, it may well be found 
the wiser course to pay the wrongful tax and enter 
suit in a proper court for refund, with interest. What 
is said in this connection is not to be taken as import- 
ing or implying any criticism of the Board of Tax 
Appeals. That Board is now, and has all along been, 
composed of very able, honest and efficient men, bring- 
___ Ss ing to their task great experience, tact 

| and judgment. It is not the fault of 
the Board that cases before it are so 
numerous as almost certainly to pre- 
clude its members from finding the 
time for patient and detailed consid- 
eration of all angles of all the cases. 


Importance of Right Election 


With this interlude the main dis- 
cussion may be resumed. Enough 
tax causes have been before the avail- 
able tribunals—United States District 
Courts and the Court of Claims—to 
‘enable one with reasonable powers of 
discrimination to form some intelli- 
gent idea of their comparative equip- 
ment and ability adequately to ap- 
prehend and fairly to decide the 
questions involved in such cases. 
Naturally a taxpayer having what he 
deems a righteous cause is concerned 
to have his case considered by that 
tribunal best equipped and most likely 
able to understand, appraise and decide it. Contrary to 
what seems to be the idea of many, there is really 
nothing strikingly peculiar or sacrosanct about a tax 
suit. It involves, generally, if not always, either a 
pure question of statutory construction, i. e., what did 
Congress intend particular language to mean, or a mat- 
ter of what constitutes sound business accounting. Any 
judge of experience and ability ought to be able to 
cope with either of such questions intelligently. It is a 
fact, however, that many lawyers and not a few judges 
have regarded tax questions as involving some mythical, 
highly-technical problems too abstruse for the ordinary 
mind to grasp and so involved as to be capable of solu- 
tion only by the elect, specially versed in such matters. 
This feeling, quite baseless, has no doubt contributed 
something to the rendition of numbers of decisions evi- 
dencing a lack of understanding on the part of the 
judge of the issues really involved. It is a fact that 
judges, no less than others, are subject to the ordinary 
human frailties, one of which is that an inferiority 
complex will be reflected in inferior conduct or deci- 
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sions. One can’t do well a thing he thinks it beyond 
his power or ability to do. 

A number of factors enter into the question, what is 
the best tribunal before which to try a tax suit? The 
main factors are: Speedy trial, court costs, inconven- 
ience to and time of litigant and, most important of 
all, experience and ability of the court. These will be 
considered presently, but first it will be as well to under- 
stand just what courts are available as forums for tax 
cases. 


Existing Forums for Suit 


If suit is to be against the Collector of Internal Reve- 
nue, as it may be under proper conditions, it must be 
brought in the district where the taxpayer resides and 
the Collector has his office. The Court of Claims has 
no jurisdiction of suits against individuals, only of suits 
where the United States is a party. 


District Courts.—United States District Courts 
have a broad jurisdiction over many kinds and classes 
of litigation. This jurisdiction is concurrent with that 
of the United States Court of Claims at Washington 
over suits against the United States where the amount 
involved does not exceed $10,000. A_ district 
court has no jurisdiction of a suit against the 
United States where the amount sued for exceeds 
the sum stated. The judgment of a district court may 
be appealed to a circuit court of appeals and in certain 
cases reviewed by the Supreme Court of the United 
States. 


The Court of Claims.—The Court of Claims, as its 
name implies, is a court specially created for hearing 
suits against the United States. It may hear any claim 
(not barred by the statute of limitations) against the 
United States that is based on any law or treaty of the 
United States or founded upon a contract, express or 
implied, made by the United States. its judgments 
are final except such cases as the Supreme Court may 
review on writ of certiorari. Such reviews are rare. 


The question is in which of these courts, the District 
Court at or near the tax payer’s home, or the Court 
of Claims at Washington, may an aggrieved tax payer 
obtain the speediest trial at lowest cost, with a minimum 
of trouble and inconvenience, and with the best show 
for obtaining a just decision? 


It must be conceded that under present conditions 
neither court can promise certainly a very speedy trial. 
The district courts are cluttered up with prohibition, 
criminal and all kinds of cases, and a tax case has to 
take its course along with these. In most district 
courts trial within a year from date of filing suit would 
be unusual. A much longer period, at least in many of 
the district courts, is apt to elapse. The Court of 
Claims is up to date and cases are tried as soon as 
the evidence is all in and briefs filed; but there is apt 
to be delay in one of these particulars—a delay which 
it is not within the power of the court always to pre- 
vent. Trials may be had in this court within less than 
six months, but generally it takes a year, and often 
longer, to bring cases to trial owing to the tardiness of 
counsel for the Government or the plaintiff in getting 
all evidence in and briefs on file. How this may happen 
will be explained later on. On the whole, it must be 
-conceded that a litigant has a much better show for a 
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speedy trial in the Court of Claims than in a district 
court under present conditions. 


Court Costs 


In this particular, the Court of Claims has a decided 
advantage over District Courts. In the latter courts 
a deposit must be made to cover the court costs. There 
is a charge for everything, filing fees, docket fees, etc., 
etc. In the Court of Claims there are no court costs 
as such. The plaintiff pays the cost of printing his 
petition and briefs and the cost, if any, of transcribing 
and reporting his testimony. If he loses the ‘suit he 
may be taxed with the cost of printing the record, but 
he pays no fees or court costs proper in any event. 


Inconvenience to Litigant 


In a district court trial is before a District Judge. 
The testimony is oral. The actual hearing is hurried. 
The plaintiff with his witnesses simply has to be there 
when required and for as long as required. His con- 
venience is a matter that does not enter into the picture 
at all. 


In the Court of Claims, on the other hand, the testi- 
mony is all taken out of court before a court commis- 
sioner or notary. The plaintiff and his witnesses can 
appear before this commissioner who will arrange a 
hearing in their home community at a time generally 
suiting their convenience, and they can give their testi- 
mony without the hurry and bustle incidental to a trial 
in open court. The testimony is taken down steno- 
graphically. From this the court makes its Findings of 
Fact upon which it bases its Conclusions of Law. It 
can scarcely be questioned that the necessary evidence 
can be adduced in the Court of Claims with far less 
inconvenience to a litigant and his witnesses and with 
greater clarity and precision than in cases tried before 
a district court. 


Experience and Ability 


Suits against the United States are of sufficient rarity 
in most district courts to afford the judge but small 
opportunity for acquiring special experience in the 
handling of such cases. The defense of such suits rests 
nominally on the District Attorney who acts under in- 
structions from Washington. The Department of Jus- 
tice, working with the general counsel for the Commis- 
sioner of Internal Revenue, really directs the defense. 
The trial of a case thus removed from the source of 
authority and ultimate responsibility is not apt to move 
with the precision which results when the man respon- 
sible in fact is in direct charge. The opportunity for 
adjustment and compromise in such case is much less 
than where the defense is in charge of those who have 
both the responsibility to defend and the authority to 
settle. 


The Court of Claims on the other hand, is in Wash- 
ington at the source both of responsibility and authority. 
It is accustomed to hearing suits against the United 
States. In fact it hears no other kind of suits. The 
defense of suits there rests with the Assistant Attorney 
General, specially charged with such duty, associated 
in tax cases with the general counsel for the Commis- 
sioner of Internal Revenue. The Court has been in 
(Continued on page 403) 


Death Taxes-Survey of Underlying 
Legal Principles 


By JosEpH F. McCoy, JoHN L. McMaster AND Leo Brapy* 
Part VI 


HE gross estate includes various types of trans- 

fers and devotions, some of which are as old as 

death taxation itself but some have been tacked 
on from time to time as legislatures have extended the 
scope of death duties. Briefly, the transfers and devo- 
lution of property which are now generally subject to 
tax are those by will, intestate laws, by way of dower, 
curtesy, etc., under power of appointment, in contem- 
plation of death, intended to take effect in possession 
of enjoyment at or after death, by joint ownership, by 
tenancy by the entirety, insurance. 

Of course, transfers by will and intestate laws are the 
oldest, for, generally, property passes in this manner. 
However, because of the fact that the tax originally ex- 
tended only to this type of transfer, other types of 
transfers became more common and it was found that 
the tax could be successfully avoided in a legitimate 
fashion by making transfers inter vivos. Therefore, 
the legislature found it necessary, in order to make the 
death tax function, to bring within the pale of taxable 
transfers various other dispositions which had been and 
were being utilized in order to avoid tax. At present, 
as will be seen from the list above, the legislatures of 
the various states and of the Federal Government have 
gone so far as to include practically every type of devo- 
lution, and in several cases there is serious question as 
to whether the legislatures have not gone too far. Con- 
stitutionally most of the transfers have been sanc- 
‘tioned, the most recent case being the transfer of in- 
surance proceeds to named beneficiaries. Even though 
there is no constitutional objection in the imposition of 
tax on certain types of transfers, there is, nevertheless, 
a question of policy which should not be lightly disre- 
garded. 

Transfers by Will and Intestate Laws 

The phrase “transfers by will and intestate laws” as 
used in death taxes, is obviously intended to refer to 
and include the actual estate which a man owns at the 
date of his death and which is administered by his 
executor or administrator, and must be accounted for 
in the usual probate proceedings, and must be distrib- 
uted to those entitled to receive it either by will or 
intestate laws of the particular state. That is, this 
phrase is intended to distinguish the actual estate a 
man owns, and about which there is seldom any ques- 
tion from those further classes of transfers which are 
added by statute to the artificial gross estate which is the 
final basis of the tax. 

Many statutes define “transfer” as follows: The 
word “transfer” shall be taken to include the passing 
of property or any interest therein, in possession or 
enjoyment, present or future, by inheritance, descent, 
devise, succession, bequest, grant, deed, bargain, sale, 
gift, or appointment in the manner herein prescribed. 
‘There are no exceptions unless the legislature expressly 


*Members of the New York Bar. 


make them in the statute, and all devises and bequests 
are subject to the tax. 

There are some differences among the-states as to 
the precise meaning of “intestate laws.” There is gen- 
eral agreement, however, to the effect that “intestate 
laws” include those laws that regulate the distribution 
of property in the absence of a valid will, and com- 
monly go under the name of the statutes of descent 
and distribution. 

Generally, as far as residents are concerned it makes 
no difference where the will is probated. It has been 
held that a will probated in France did not prevent 
the State of New York, the state of domicil, from 
exacting tax on the transfer of decedent’s property. 
Obviously, the tax would almost always be avoided if 
probating in another jurisdiction were sufficient to de- 
feat the tax in the state of domicil. Matter of Bennett, 
122 Misc. 267. Therefore, it makes no difference where 
the will is probated, tax may validly be imposed upon 
property of residents within the state or within the 
jurisdiction of the state, depending upon the statutory 
phraseology. For our purpose now it will suffice to 
say that the two phrases are generally construed to 
permit tax on,intangibles owned by a resident regard- 
less of where the corporation may be chartered and 
regardless of where the intangibles may be held. For 
the imposition of tax, of course, the state invokes the 
familiar maxim, mobilia sequuntur personam. 

Nonresidents are likewise taxed on property within 
the state or within the jurisdiction of the state when 
such property passes by will or intestate laws, but ob- 
viously the state in their case cannot invoke the mobilia 
theory. Consequently, there must be a situs, independ- 
ent of mobilia. 

The effective date of the transfer of property either 
by will or intestate law is the date of death. There- 
fore, rights become vested as of the date of death, and 
rates cannot ordinarily be increased to burden de- 
cedent’s estate after death. To do so would be to 
impair vested rights. By the same token, a transfer 
cannot be made taxable if there be no law in existence 
at the date of death. There has been an exception 
made as regards a transfer of personalty where the 
estate is still undistributed, and in some cases it has 
been held that the schedule of rates in force at the date 
of distribution controls rather than the rates in force 
at the date of death. This rule, at best, applies only 
to personalty and not to realty, for with the latter type 
of property the transfer vests title in the beneficiary 
immediately and does not need the transfer from the 
executor, whereas personalty is held im custodia legis 
and title does not pass at death. 

Having mentioned the fact that transfers are effective 
at death, it might be well to speak of the few cases 
where this question presents difficulty. Ordinarily, 
just as death is certain, so is it easy to ascertain the 
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date thereof. For example, there are statutes giving 
rise to a presumption of death where a person has 
absented himself for a number of years and no trace 
of him can be found after diligent search and inquiry. 
A New York court has held that death is to be deter- 
mined as of the end of the statutory period. The ques- 
tion has been presented in several states whether death 
taxes could be imposed on an estate of a decedent 
whose death was based on the statutory presumption 
without actual proof, and both Oregon and Maryland 


have held that the statutory presumption is sufficient 


to ground a tax, while the Iowa court has refused to 
impose tax on such a basis. 

Because of the application of these principles prop- 
erty must ordinarily be valued for death duty purposes 
as of the date of death, and increases in value or de- 
creases in value, occurring subsequent to the date of 
death do not affect the amount of the tax and cannot 
be taken into account. 


Renounced Legacies 

It has been held that no tax can be imposed on the 
legatee where the legacy is renounced. The state’s 
right to tax the legatee does not vest at death, for here 
we have that right defeated by a renunciation after 
death on the part of the legatee. Upholding this prin- 
ciple are the cases of: Matter of Wolfe, 89 App. Div. 
349, 85 N. Y. Supp. 949, affirmed in 179 N. Y. 599, 
72 N. E. 1152; Owings v. State, 22 Md. 116; Matter 
of Stone, 132 Iowa 136, 109 N. W. 465. 

Pennsylvania takes the opposite stand in Ke Frank, 
9 Pa. Co. Ct. 669, and Re Small, 11 Pa. Co. Ct. 1. To 
the effect that the beneficiary may renounce under a 
power of appointment or a deed or under a will and 
have the property descend to him otherwise without 
paying tax, see Matter of Mather, 90 App. Div. 382, 
85 N. Y. Supp. 654; affirmed in 179 N. Y. 526, 71 
N. E. 1134. Matter of Chauncey, 168 N. Y. Supp. 
1019. If the beneficiary renounces the legacy and 
takes as provided by an antenuptial agreement, there 
is no tax. Hill v. Treasurer, 227 Mass. 331, 116 N. E. 
509. An assignment, however, does not prevent the 
imposition of tax and the assignor is liable therefor. 
Matter of Cook, 187 N. Y. 253, 79 N. E. 991. The 
explanation of the various points involved in the re- 
nunciation cases, would seem to be that the legatee can- 
not be forced to accept a gift, and that if he renounced 
the gift, property does not pass to him. The latest 
illustration of this point is People v. Flanagin, —, 


Ill. — N. E. —. 


Compromise Agreements 

Compromise agreements do not generally have the 
same effect as renunciations, for here it is held that 
tax is properly due and owing even though it ulti- 
mately passes other than according to the provisions of 
the will. To this effect are: Greenwood v. Holbrook, 
111 N. Y. 465, 18 N. E. 711; Matter of Wolfe, supra; 
In re Stone, supra; Matter of Cook, supra; In re San- 
ford, 90 Neb. 410, 133 N. W. 870; Baxter v. Treas- 
urer, 209 Mass. 459, 95 N. E. 854; Matter of Murray, 
92 Misc. 100, 155 N. Y. Supp. 185; Matter of Supple, 
186 N. Y. Supp. 560; People v. Kaiser, 306 Ill. 313, 
137 N. E. 826; English v. Grenshaw, 120 Tenn. 531, 
110 S. W. 210; Batt v. Treasurer, 209 Mass. 459, 95 
N. E. 854; Page v. Rives, Fed. Case No. 10, 666, 
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1 Hughes, 297 ; State v. Wells, 142 Iowa 255, 120 N. W. 
713; Estate of Graves, 242 Ill. 212, 89 N. E. 978; Es- 
tate of Rossi, 49 Cal. Dec. 60; Matter of Stockwell, 
158 Supp. 320; Matter of Reed, 98 Misc. 102, 162 N. 
Y. Supp. 412; Matter of Edward, 85 Hun. 436, 32 
N. Y. Supp. 901; affirmed in 146 N. Y. 380, 41 N. 
E. 89. 

Opposed to the above line of cases are the following: 
People v. Rice, 40 Col. 508, 91 Pac. 33; Hawley's Es- 
tate, 214 Pa. 525, 63 Atl. 1021; Peppers Estate, 159 
Pa. St. 508, 28 Atl. 353; Thorson’s Estate, — Minn. 
—, 185 N. W. 508; , 159 Pa. St. 512, 28 Atl. 354. 

The cases above mentioned involve somewhat differ- 
ent applications of the same principle. The prevailing 
view is that in the case of compromise the beneficiary 
for tax purpose takes under the terms of the will and 
not under the terms of the compromise agreement and 
the original beneficiary is liable for the tax. It makes 
no difference what arrangements the parties make be- 
tween themselves, property passes by will to particular 
beneficiaries and it is on those beneficiaries that the tax 
is imposed. In the Baxter case it was held that no tax 
would be imposed on the persons who took under a 
compromise agreement, even though the decree of the 
court took notice of the compromise agreement. 

The minority view above already referred to, rep- 
resented by Pennsylvania, Minnesota and Colorado, 
imposes the tax in accordance with the actual disposi- 
tion of the property rather than according to the terms 
of the will. In these states the third parties must pay 
the tax on the amount passing to them by way of com- 
promise, so that in no case does the state lose. The 
imposition of the tax in the one case is on the original 
beneficiaries and in the other case on the agreed upon 
beneficiaries merely represents a different point of view 
as to interpretation of the statute and the policy of 
the law. 

It should be constantly borne in mind that the above 
discussion involves merely the inheritance tax and does 
not in any way affect the amount of the estate tax for 
the simple reason that the inheritance tax is levied upon 
the legatee, whereas the estate tax is imposed upon the 
gross estate and there is no worry about the individual 
shares which pass to individual legatees. 

The law of escheat has been held a part of the “in- 
testate laws,” and transfers thereunder are taxable. 
This law provides that the state shall be the ultimate 
heir where the intestate has left no heirs or next of 
kin to inherit his estate. The property is, therefore, 
taken as an inheritance, and the right to take is taxable 
just as much as a legacy or devise to the state or the 
Federal Government is taxable. 





Transfers Pursuant to Agreement to Make a Will 


Another problem presented is the case where one 
agrees by contract for valid consideration to make 
legacies or devises in favor of another. It sometimes 
happens that the contracting party violates the terms 
of his contract and forgets to remember the other party. 
In order to enforce the provisions of the contract suit 
is necessary and the question presented is whether 
the recovery under the terms of the contract is a trans- 
fer by will and accordingly taxable. 


The lineup of authorities is pro and con. One of 
the leading cases is Matter of Kidd, 188 N. Y. 274, 
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80 N. E. 924. The facts in this case were that the 
decedent, by an antenuptial agreement with a woman 
whom he later married, promised, by virtue of the 
consideration of her marriage to him, to make her 
daughter his heiress in his will. Decedent forgot his 
promise and his estate was sued and judgment was 
had. It was held that the beneficiary took the prop- 
erty pursuant to the will and the transfer was accord- 
ingly held taxable. See Phalen v. U. S. Trust Co., 
186 N. Y. 178, 78 N. E. 943, wherein the court states 
the reason behind the decision. Even where the agree- 
ment has been performed and where the decedent keeps 
his promise the court has held transfers taxable. It 
was stated that the property passed by will, even though 
there was valid consideration and even though the 
beneficiary could have enforced his contract, the trans- 
fer was still within the terms of the statute. State v. 
Gerhard, 99 Kans. 462, 162 Pac. 1149; Hill v. Treas- 
urer, 227 Mass. 331, 116 N. E. 509; Matter of Gould, 
156 N. Y. 423, 51 N. E. 287; Carter v. Craig, 77 N. H. 
200, 90 Atl. 598; State v. Molier, 96 Kas. 514, 152 
Pac. 771; Ransom v. United States, 70 Fed. Cas. No. 
11574. With Matter of Kidd is the Kansas case, 
Schoonover, 89 Kas. 779, 132 Pac. 1183, and also 
In re Choate, 195 Ia. 715, 192 N. W. 857. 

There are some New York cases which hold not 
taxable transfers where the will confirms an antenup- 
tial contract. Matter of Schmoll, 199 App. Div. 435, 
Aff’d. 559, 130 N. E. 892; Matter of Vanderbilt, 184 
App. Div. 661, Affd. 226 N. Y. 82. The reasoning 
of the court here was that the right did not grow out 
of the will but out of the contract and that inasmuch 
as the obligation could have been enforced against the 
estate the court would not hold that the death had the 
effect of rendering taxable such transfer. 

California has not taken kindly to the decisions in 
the Schmoll and Vanderbilt cases as evidenced by Gro- 
gan’s Estate, 42 Cal. App. 15, 219 Pac. 87. Also see 
People v. Field, 248 Ill. 147, 93 N. E. 721, People v. 
Union Trust Co., 255 Ill. 168, 99, N. E. 377. 


Payment of Debt by Will 


It is generally conceded that the payment of a debt 
by will is a taxable transfer against the beneficiary. 
The reasoning here is that had the debt not been for- 
given the beneficiary would have been required to pay 
over to the estate the amount of this debt. As he is 
not now, by virtue of the remission or forgiveness, 
obligated to make payment, the construction is that 
he is in pocket an amount equal to the sum remitted. 
While technically there may be a difficulty, inasmuch 
as beneficiary really has received no legacy, practically 
no one could quarrel with the result which seems 
eminently fair. Matter of Gould, supra; Tyson’s Ap- 
peal, 10 Pa. St. 220; In re Rothschild, 71 N. J. Eq. 210, 
63 Atl. 615, Affd. 72 N. J. Eq. 425, 65 Atl. 1118. 

But the rule is otherwise, and there is no tax when 
the debt remitted is valueless; for example, a case 
where the maker of a note had become insolvent. Matter 
of Daly, 100 App. Div. 373, Affd. 182 N. Y. 524, 74 
N. E. 1116. 

The direction by the testator in his will to pay a debt 
is not of course a taxable transfer to the creditor. The 
mere mention in the will does not change the creditor’s 
claim. In no sense does he take under the will, but 
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by virtue of the debt existing between him and the 
decedent. This case of course is entirely different 
from the case where the debt has been remitted in 
favor of the debtor. There the debtor does take by 
virtue of the will and consequently held taxable. Two 
recent cases in New Jersey and Kentucky show the 
tendency to get away from the strictness of the rule 
by the court in Matter of Kidd, supra. In New Jersey 
the court held that damages recovered for failure to 
bequeath a specific sum for services which plaintiff 
had performed did not subject the amount one re- 
covered to a tax. Bente v. Bugbee, 137 Atl. 552. 

A similar holding was arrived at by the Kentucky 
courts in Reamer v. Coleman’s Executors. 


Court Decisions 


Affiliated Corporations.—The filing of a consolidated re- 
turn for two corporations for the year 1918 is not permis- 
sible where one corporation held only 73 per cent of the 
other’s voting stock.—District Court of the United States, 
So. Dist. Ga., Savannah Div., in National Tank & Export 
Co. v. United States of America. Common Law No. 1715. 

Appraisals, Retrospective——A retrospective appraisal is 
held to be too speculative to justify the restoration to capi- 
tal of expenditures for overhead, salaries, and wages repre- 
senting part of the cost of a design plant of a printing 
<a erroneously charged to expense for the years 1891 
to . 

Depreciation based on a retrospective appraisal being of 
speculative value, the Commissioner was not bound to ac- 
cept such retrospective estimates, and where the Commis- 
sioner’s allowance and assessment were prima facie right 
the burden was on the taxpayer to overcome such prima 
facies.—United States Circuit Court of Appeals, Third Cir- 
cuit, in J. C. Blair Company v. Commissioner of Internal 
Revenue. No. 4039. March term, 1929. 

Business Expense.—Amounts paid in 1922 and 1923 by a 
corporation under a guaranty pursuant to an agreement 
entered into by (a) the corporation, (b) two stockholders 
owning over 49 per cent of the stock of the corporation, 
and (c) three individuals interested in 50 per cent of the 
stock as beneficiaries of an estate, whereby the two stock- 
holders purchased the shares owned by the estate, the heirs 
agreed to discontinue litigation against the corporation, and 
the corporation guaranteed the heirs a specified return for 
ten years upon the amount they received for the stock, are 
held not to be deductible as business expenses, but pay- 
ments to gain control of the business.—United States Cir- 
cuit Court of Appeals, Third Circuit, in Newark Milk & 
Cream Company v. Commissioner of Internal Revenue. No. 
4007. March term, 1929. Decision of Board of Tax Ap- 
peals, 10 B. T. A. 683, affirmed. 

Depreciation.—The defendants in this case, who during 
the period from 1913 to 1919 in computing annual income 
had claimed as depreciation on a manufacturing plant a 
total of $43,036.18, contended that when the property was 
sold that in computing the gain on the sale there was no 
real depreciation whatever; that the theoretical depreciation 
usually assumed in all accounting practice must yield to 
actual facts and that the facts at bar disclosed that the 
assets were sold in a state of “arrested depreciation.” The 
court held that while the depreciation set forth in a tax 
return as an alleged fact, verified under oath, does not con- 
clude the taxpayer, it does constitute evidence against him. 
The Commissioner’s determination was upheld.—United 
States District Court, District of Connecticut, in United 
a of America v. Frank P. Farrell et al. In equity. No. 
1783. 

Federal Estate Tax.—A trust agreement under which the 
grantor in 1879 conveyed all his property to a trustee, pro- 
viding that the annual net income of the trust fund should 
be paid to the grantor and on his death the corpus should 
be distributed to his heirs at law, subject to his mother’s 
rights, although void on execution because of a state statute, 
is held to have become valid by ratification made in 1915 
after the state statute had been repealed, and not to have 
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made the grantor’s esti.ce subject to the estate tax upon his 
death in 1924 inasmuch as Section 402 (c) of the 1921 Act 
providing for inclusion in a decedent’s gross estate of all 
property with respect to which he at any time created a 
trust to take effect in possession or enjoyment at his death 
is held not to have contemplated a transfer made so far 
prior to the enactment of the statute as in the case at bar.— 
District Court of the United Statés, District of Connecticut, 
in George E. Boyd, as Trustee under Trust Settlement by 
Edward L. Clark, Deceased, v. United States of America. 


The gross estate of a decedent who died in 1920 should 
include securities conveyed in 1908 by a trust deed con- 
taining express power of revocation, even though that 
power was not exercised, inasmuch as the decedent had a 
legal interest which was subject to the estate tax of the 
1918 Act whether it be one of succession or transfer.— 
United States Circuit Court of Appeals, Third Circuit, in 
Blakely D. McCaughn, Collector of Internal Revenue, for the 
First District of Pennsylvania, Plaintiff-in-Error, v. Fidelity 
Trust Company, a corporation, Thomas J. Dolan, H. Yale 
Dolan, Co-administrators of the Estate of Sarah Brooke Dolan, 
Deceased, Defendants-in-Error. No. 3601. March term, 1929. 


The value of property passing under the power of ap- 
pointment should be included in the decedent’s gross estate, 
where such power, exercised by a decedent, the beneficiary 
of a testamentary trust created for the benefit of the gran- 
tor’s children, providing that the trust was to endure 
throughout the lives of all his grandchildren then in being 
and for twenty-one years thereafter, construed by the state 
court to be a power to appoint one-seventh of the entire 
estate, exercisable either by deed or by will, the disposition 
thereof taking effect in possession (a) of the income, only 
upon the death of the donee, and (b) of the principal, upon 
the termination of the trust, was held to be a general power 
of appointment within the meaning of Section 402 (e), 1918 
Act, since “the important thing is the donee’s power of 
disposition rather than the quantum of the interest which 
he may dispose of or the time of its vesting.” 


Congress has the power to tax any transmission of prop- 
erty effected by death even though by the law of decedent’s 
domicile such property was not part of his estate, and the 
enactment of Section 402 (e) of the 1918 Act indicates a 
clear intent to exercise that power.—United States Circuit 
Court of Appeals, Third Circuit, in Fidelity-Philadelphia 
Trust Co., Executor Therese L. Coles, Deceased, Appellant, v. 
Blakely D. McCaughn, Collector of Internal Revenue, Appellee. 


No. 3974, March term, 1929. Decision of the court below 
affirmed., |...» 


Inventory Valuations.—A loss for 1918 resulting from a 
shrinkage in value in a corporation’s closing inventory for 
that year is held not deductible under Section 234 (a) (14) 
of the 1918 Act, where the taxpayer arbitrarily chose the 
date of April 15, 1919, to value its inventory for comparison 
with the valuation made at the close of its taxable year 
ended November 30, 1918, no claim being made that a loss 
was sustained through the sale of its 1918 inventory nor 
due to depreciation on the portion of that inventory on 
hand at November 30, 1919, so that a reduction in value 
shown by the April 15, 1919, inventory is held to have been 
“due to temporary fluctuation,” the pertinent relief pro- 
visions of the statute not being applicable, which are held 
to require that determination of the amount of shrinkage 
in inventory value was not to take place until the close of 
1919.—United States Circuit Court of Appeals, Eighth Cir- 
cuit, in H. B. Glover Company, a corporation, Appellant, v. 
Lars E. Bladine, Collector of Internal Revenue for the District 
of Iowa, Appellee. No. 8452. May term, 1929. 


Refunds, Limitation of—Where a taxpayer had obtained 
refund of a 1917 overpayment resulting from a decrease in 
1918 invested capital because of inadequate 1917 deductions, 
Section 281 (b) and not (c) of the 1924 Act applies as to re- 
fund limitation on a 1917 overpayment occasioned by in- 
crease in 1917 invested capital. (District Court decision, 
29 Fed. (2d) 404, affirmed).—United States Circuit Court 
of Appeals, Third Circuit, in Southwestern Oil & Gas Com- 


pany, Appellant, v. United States, Appellee. No. 3988, March 
term, 1929. 
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Losses, Allocation of—Where a manufacturer sells and 
delivers goods and receives the invoiced price, with the 
understanding that the purchasers will be insured against 
loss from declines in market price, payments made to such 
purchasers in a subsequent year on account of such declines 
were held not to be deductible by the vendor from income 
of the year of sale, inasmuch as the liability did not accrue 
in that year.—United States Circuit Court of Appeals, 
Third Circuit, in Highland Milk Condensing Company v. 
D. W. Phillips, Collector. No. 3989. March term, 1929. 
Loss, Deductible—Where a corporation purchased the 
machinery and equipment of another corporation for the 
purpose of removing a competitor, scrapping the entire 
plant purchased, the difference between the purchase price 
and the sum of the proceeds from the sale of machinery 
sold at scrap prices, the value of the machinery kept for 
use, and the freight charges and other expenses, is held to 
be a deductible loss——United States Circuit Court of Ap- 
peals, Third Circuit, in Sanitary Company of America v. Com- 
missioner of Internal Revenue, No. 4012, March term. This 


decision reversed that of the Board of Tax Appeals, 10 B. 
T. A. 944, 


Property Exchanges.—No profit was realized under the 
1918 Act by tenants in common operating oil and gas leases 
who transferred their assets to a corporation, receiving 
therefor stock in proportion to their interests, where the 
petitioners before the Board sustained the burden of prov- 
ing that there was no market for such stock, it being held 
that under such circumstances tax liability should not be 
measured by valuing the stock received on the basis of the 
value of the assets transferred to the corporation. 

A claim that the tax should be computed under relief 
provisions of a statute can not be raised for the first time 
on a hearing before the Board under Rule 50 relating to 
computation of deficiency or overpayment following final 
decision on the issues.—United States Circuit Court of Ap- 
peals, Tenth Circuit, in C. A. O'Meara, Appellant, v. Com- 
missioner of Internal Revenue, Appellee; National Bank of 
Topeka, Executor of the Last Will and Testament of C. W. 
Horn, deceased, Appellant, v. Commissioner of Internal Rev- 
enue, Appellee; Elmhurst Investment Company, Appellant, v. 
Commissioner of Internal Revenue, Appellee. Nos. 76, 77 and 
79, June term, 1929. Decision ‘of Board of Tax Appeals, 
11 B. T. A. 101, reversed. 


Real Estate Installment Sales.—The installment basis of 
reporting income from the sale of real estate in 1925 is held 
allowable under Section 212 (d) of the 1926 Act where the 
aggregate of the down payment and of payments made 
during the year was less than one-fourth of the purchase 
price and there were second mortgage notes for approxi- 
mately one-third the purchase price payable in five annual 
installments, notwithstanding the fact that the purchaser 
assumed first mortgage notes in an amount slightly in excess 
of one-half the purchase price, it being held that no benefit 
was received by the seller with respect to such notes until 
they were paid according to their tenor.—District Court of 
the United States, W. D. Kentucky, in S. J. Schneider, 
Trustee of the Estate of Bagby-Howe Drug Company, Bank- 
rupt, Plaintiff, v. Robert H. Lucas, Collector of Internal Reve- 
nue for the Collection District of Kentucky, Defendant. 


Reorganizations—-Taxable Gain—Where an undertaking 
business conducted for many years by two brothers as a 
partnership was incorporated in 1920, some three years after 
the death of one of the partners, it is held that no taxable 
gain was realized by the surviving partner who received 
shares of stock in the corporation proportionate to his in- 
terest in the partnership, only the form of his holdings and 
not the substance being changed—on the authority of 
Bourn v. McLaughlin, 19 Fed. (2d) 148, and Tsivoglou v. 
U. S., 27 Fed. (2d) 564.—United States District Court, Dis- 
trict of Neb., Omaha Div., in Margaret T. Heafey and De- 
borrah Heafey, Executrices of the last will and testament of 
Patrick C. Heafey, Deceased, Plaintiffs, v. Arthur B. Allen, 
Collector of Internal Revenue, District of Nebraska, Defendant. 
No. 2192 Law. 

Salaries, Reasonable-——Compensation paid officers owning 
98 per cent of the stock of a corporation, under a contract 
to pay them a salary and a commission on all business in 
excess of a specified amount, pursuant to which contract 
(Continued on page 401) 
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N VIEW of the action taken by the Senate for scrutiny 

by the Senate Committee of Finance of tax returns of 
corporations in connection with the tariff bill, it is probable 
that pressure will be put on Congress when revenue legis- 
lation is again considered to modify the publicity provisions 
of the Revenue Act of 1928. 


The Treasury Department has already been called upon 
to furnish income information regarding more than four 
hundred corporations in compliance with the following reso- 
lution, which was approved by the Senate on September 
10 by a vote of 51 to 27: 


“Resolved, that the Committee on Finance is directed 
forthwith to request the Secretary of the Treasury, pur- 
suant to the authority vested in it under the internal rev- 
enue laws, to furnish the Committee, at the earliest prac- 
ticable date, a statement in detail for each of the taxable 
years 1922 to 1928, inclusive, of the profits or losses, as the 
case may be, and a separate statement for each of said years 
of each of the following items: 


“Gross sales from trading or manufacturing less goods 
returned, and any allowances or discounts from the sale 
price; and 

“(a) Inventory at beginning and close of each year; 

“(b) Merchandise bought for sale for each year; 


“(c) Cost of manufacturing or otherwise producing goods 
separately: (1) salaries and wages, exclusive of compensa- 
tion of officers; (2) material and supplies; and (3) com- 
pensation of officers of the taxpayers whose names the 
Committee, or the majority or minority members thereof 
may from time to time during the consideration by the 
Congress of the pending tariff legislation transmit to the 
Secretary as being the names of taxpayers whose business 
is, in the opinion of the Committee, or of the majority or 
minority members thereof, affected by the pending tariff 
legislation—in so far as such profits or losses are contained 
in or shown by the income tax and capital stock tax returns 
of such taxpayers, segregated, so far as may be practicable, 
to show the profits or losses, as the case may be, in the 
several branches or departments of the business of such 
taxpayers.” 


RDINARILY if one were to make the declaration that the 

income tax is a great boon to industry he would probably 
be in danger of the accusation of being temperamentally red 
or, at least, pink. However, in the conservative Chicago Com- 
merce, a publication of The Chicago Association of Commerce, 
in the issue of September 7, Roger W. Babson expresses the 
view that the income tax, because of its compulsory account- 
ing requirements, has probably been the greatest factor in pro- 
longing the present period of prosperity. 

“Before the days of the income tax, only a very small pro- 
portion of business men kept a real bookkeeping system,” Mr. 
Babson says. “Every business man had a charge ledger and a 
cash book, but probably not 10 per cent kept a double entry 
bookkeeping system, with monthly trial balances. As for mak- 
ing proper charges for depreciation, etc., these things were 
done only by a few large corporations. At first, business men 
rebelled against being compelled to keep exact accounts for 
income tax purposes. Finally, however, they succumbed and 
now most business men have a real system of accounting. 
Few people realize the great importance that this change has 
been to the business situation. 
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“Forced accounting (brought about by the necessity of mak- 
ing income tax returns) results in three things: 


“*(1) Inefficient concerns, which were a drag on the entire 
industry, have been weeded out,and efficient concerns have been 
speeded up. A few weak concerns in an industry, which con- 
cerns do business at a loss, retard an entire industry. The 
lowest priced man often sets the price for all and determines 
the profits for the entire industry. Usually such low prices 
are the result of a lack of knowledge as to real costs. Forced 
accounting has caused all concerns to know their costs, has 
resulted in either eliminating them or having them try to do 
business at a profit. This has been a great boon to all in- 
dustry. Forced accounting has provided business with a yard 
stick and compelled every business man to use such a yard 
stick. 

“*(2) Uncertainty and timidity which have instinctively 
heretofore held back the average business man have to a large 
extent been removed. When one does not know exactly where 
he stands he is more or less timid, doing only the things which 
he needs to do and avoiding unnecessary expansion. Forced 
accounting has provided business with courage. Courage is 
the greatest asset in business. Courage is to business what 
steam is to a boiler or gasoline to a motor car. As men have 
learned through proper accounting where they stand and what 
they can do, they have expanded and gone forward during the 
last few years at a rate never known before. 


“*(3) A basis of credit has been formed for 90 per cent of 
the business men—a credit which heretofore has existed for 
only 30 per cent of the business men. Forced accounting has 
made credit safe and profitable. Forced accounting has made 
the Federal Reserve System workable. It thus will be seen 
that accountancy has provided a measurement for business, a 
courage for business, and a credit for business.’ ” 


HILE no definite announcement at this writing had 
been made of either the attitude of President Hoover 
or the Treasury Department toward proposed tax reduction 
at the coming regular session of Congress, prevalent opin- 
ion in Washington is that recommendations for reduction 
of income tax rates will be made by Secretary Mellon in 
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his annual report, which will be submitted to Congress at 
the next session of Congress. 

Various groups of taxpayers have already launched or- 
ganized drives for a tax cut. While assumptions are that 
the Administration may advocate a reduction of revenues 
by as much as $300,000,000, this view is apparently based 
on an expectation that business will continue in its present 
high volume. Of that there is not affirmative assurance. 

Indications are that collections during the current year 
will be considerably larger than appropriations thus far 
made for the year, but in revenue legislation next year 
Congress would necessarily be guided by the business out- 
look at that time, which no one now can safely predict. 

Of course, if a business recession occurs, the argument 
will be advanced that tax reduction will furnish the neces- 
sary stimulant for a revival of industry, and a majority in 
Congress may accept that contention as plausible. 


N SEPTEMBER 24, the Joint Committee on Internal 
Revenue Taxation released a preliminary report sub- 

mitted by its staff on depletion allowances in the case of 
mines, the details of which will appear in our next issue. 

Three methods for computing depletion are proposed— 
(1) “Fixed Rate Per Unit Method,” (2) “Percentage of 
Gross Income Method,” and (3) “Depletion Based on Per- 
centage of Net Income, consisting of Plans (1) and (2).” 
The latter method, which is similar to the method adopted 
by Canada, is described as having special advantages in 
that it will result in (a) elimination of discovery depletion, 
(b) simplification of administration, (c) partial elimination 
of March 1. 1913 valuations, (d) stability of revenue from 
this source, and (e) correction of inequities between dif- 
ferent industries as well as between taxpayers in the same 
industry. -—— 
Bens resignation of Arthur H. Deibert as general assist- 

ant to the General Counsel of the Bureau of Internal 
Revenue, effective September 22, has been announced by 
the Bureau of Internal Revenue. Mr. Deibert will enter 
private practice as a member of the firm of Smith, Deibert 
and Ristig, with offices in the Smith building, Washing- 
ton, D. C. 
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bev total of revenue collections for the months of July and 
August was $10,716,691.80 larger than that for the corre- 
sponding months of last year, despite a decrease of $5,032,078.88 
in income tax paid by corporations. 

A large part of the increase of $4,380,062.30 in personal in- 
come tax collections is attributed to stock market profit-taking 
last year. The speculative activity this summer is reflected in 
a large increase in revenue from sales of documentary stamps. 
In the month of August alone the sale of documentary stamps 
for stock sales or transfers totaled $4,275,293.64, as compared 
with only $1,324,146.85 in August one year ago, or an increase 
of $2,951,146.85. 

In July and August the tax on stock sales or transfers, repre- 
senting in large part sales on the Stock Exchanges, was 
$7,660,636.19, or more than twice the amount collected from the 
same source in the same months one year ago. 

The statistics for the sale of documentary stamps are given as 
follows: 

FIRST TWO MONTHS, FISCAL YEAR. 


1929 1930 
Bonds, capital stock issues, etc...... $2,707,632.01 $4,328,499.57 
Capital stock sales or transfers..... 3,541,128.25  7,660,636.19 


These figures represent increases of $1,620,867.56 and 
$4,119,507.94, respectively. 

The treasury summarized the collections for the two months 
of the fiscal years, 1930 and 1929, as follows: 


Income Miscellaneous 
Yl ceo ote dt eae $67 ,400,164.48 $109,451,823.11 
MSS ans ooh ARN ee 67,455,921.97 105,016,003.24 


SE of the Federal Government’s income tax administra- 

tive organization for collection of state income taxes by 
states which wish to adopt that form of taxation was advo- 
cated by Senator George Woodward, of Pennsylvania, at 
the conference of the National Tax Association held at 
Saranac, N. Y. In his address, he commented on the Penn- 
sylvania tax system as follows: 

“Our Pennsylvania four mills tax on intangibles is a tax 
that few taxpayers understand and no taxpayer ever ex- 
pects to pay. Not only the taxpayer gives it up, but what 
is more remarkable, the tax collector gives it up and is 
rather shocked when some erratic citizen fills out a form 
and writes a check. 

“The thesis of my paper, therefore, is down with the four 
mills tax, up with the personal income tax. Probably every 
one of you knows more about the income tax, Federal and 
state, than I do. I haven’t even read the National Tax 
Association model tax law. I do know that we in Penn- 
sylvania pay the Federal income tax and we do not pay the 
county four mills tax. That seems a fundamental difference 
in favor of the income tax.” 


Significant Decisions of the Board of 
Tax Appeals 


Affiliated Corporations, Assessment of Tax.—In the ab- 
sence of any express agreement that the whole of the tax 
computed on the basis of a consolidated return should be 
assessed against the petitioner, one of a group of affiliated 
corporations, the Commissioner was held to have erred in 
not making the assessment on the basis of the tax properly 
assignable to the petitioner Aragon Mills v. Commissioner, 
Dec. 5396 [C. C. H.], Docket No. 18044. 

Affiliated Corporations—Consolidated Returns.—Section 
240 of the Revenue Act of 1918 does not provide for the 
filing of consolidated returns of the net income and in- 
vested capital of two corporations, one of which owns sub- 
stantially all of the stock of the other, where the corpora- 
tions were organized after August 1, 1914, and were not 
successors to a then existing business and where 50 per 
cent or more of the gross income of each consisted of 
gains, profits or commissions or other income derived from 
a government contract or contracts made between April 6, 
1917 and November 11, 1918, both dates inclusive-—Dayton 
Wright Airplane Company v. Commissioner, Dec. 5379 [C. C. 
H.], Docket No. 16915. 


Federal Estate Tax.—Upon a deed of trust executed by 
her father in 1883 the petitioner was granted a general 
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power of appointment to designate the persons to whom 
certain property should pass upon her decease. The power 
of appointment was exercised. The decedent died on 
March 29, 1922. The Board held that the value of the 
appointed property was includable in the gross estate of the 
decedent for the purpose of determining the amount of the 
estate tax.—Emily Annette Agnus Leser, Executrix, Estate of 
Annie E. Agnus, v. Commissioner, Dec. 5405 [C. C. H.], 
Docket No. 21293. 


Involuntary Losses, Basis for Computation—The con- 
tention that Section 202 of the Revenue Act of 1918 as in- 
terpreted by the decisions in United States v. Flannery, 268 
U. S. 98, and McCaughn v. Ludington, 268 U. S. 106, applies 
only to a “sale or disposition of property” and not in the 
computation of an involuntary loss, was overruled by the 
Board, in its holding, in harmony with Lock Moore & Co., 
Ltd., 7 B. T. A. 1008, and Joseph E. Hubinger, 13 B. T. A. 
960, that the basis for computation of loss on property ac- 
quired prior to March 1, 1913 and lost by casualty in the 
years 1916, 1917 and 1918, is cost, notwithstanding that its 
value on March 1, 1913 was in excess of its cost.—Pioneer 
Cooperage Co. v. Commissioner, Dec. 5376 [C. C. H.], Docket 
No. 4816. 

Losses.—A deductible loss is not sustained under the 
provisions of the Revenue Act of 1921 on account of the 
voluntary demolition of buildings, where the buildings, 
together with the land on which they were situated were 
purchased for the purpose of providing a site for another 
building, even though the plans for the new building were 
abandoned.—Robert B. Griffin v. Commissioner, Dec. 5394 
[C. C. H.], Docket No. 30967. 


The amount of a note given by the petitioner in settle- 
ment of his liability as an endorser of a note is not deduc- 
tible from gross income, he being on the cash receipts and 
disbursements basis and no cash having been paid on the 
note during the taxable year—A. James Eckert v. Commis- 
sioner, Dec. 5400 [C. C. H.], Docket No. 29656. 

Patents, Depreciation of——Where a patent was sold to 
the petitioner, a corporation, for stock in the corporation 
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by a stockholder who had a controlling interest in the com- 
pany immediately after the exchange, the basis for calcula- 
tion of the exhaustion of the patent was held to be the basis 
in the hands of the transferor. For want of evidence as to 
the cost of the patent to the transferor, the determination 
of the Commissioner was sustained.—D. O. James Manufac- 
turing Company v. Commissioner, Dec. 5392 [C. C. H.], 
Docket No. 36268. 

Personal Service Classification—The petitioner, a corpo- 
ration engaged in selling goods on commission for mills 
and also to some extent in converting, was denied personal 
service classification, which was sought on the contention 
that although capital played an important part in its busi- 
ness that the capital employed resulted in no net income, 
the profits being derived from commission sales. Denial of 
the petition was based on a prior similar decision of the 
Board in Denver Live Stock Commission Co., 7 B. T. A. 985, 
which was affirmed by the Circuit Court of Appeals, Eighth 
Circuit, 29 Fed. (2d) 543.—Jenkins Kreer & Co. v. Commis- 
stoner, Dec. 5389 [C. C. H.], Docket No. 26813. 

Transferees, Tax Liability of —A corporation transferred 
all its assets to a second corporation, and the second cor- 
poration similarly transferred such assets to the petitioner, 
the Atlas Plywood Company, and both the first and second 
corporations have been dissolved. The Board held that 
under Sec. 280 of the Revenue Act of 1926 the petitioner is 
liable for the unpaid Federal income tax of the first cor- 
poration, due for the year 1919, to the extent of the prop- 
erty it received by transfer from the second corporation.— 
Atlas Plywood Company v. Commissioner, Dec. 5383 [C. C. 
H.], Docket No. 25797. 


Before proceedings may be brought against a transferee 
the law requires that the remedies against the transferor 
must have been exhausted to no avail. Section 280 creates 
no new liability but only allows the Commissioner an addi- 
tional means of proceeding against the transferee when 
such transferee would be liable at law or in equity.—Phil 
Gleichman v. Commissioner, Dec. 5384 [C. C. H.], Docket 
No. 18121. 
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Court Decisions 


(Continued from page 396) 

all but a small part of the net profits were absorbed, is 
held unreasonable, and the redetermination by the Board of 
the amount of salaries deductible as a business expense is 
affirmed.—United States Circuit Court of Appeals, Seventh 
Circuit, in Am-Plus Storage Battery Company v. Commits- 
stoner of Internal Revenue. No. 4129. Oct. term, 1928. De- 
cision of Board of Tax Appeals, 11 B. T. A. 733, affirmed. 

Security Sales, Gain or Loss on.—The taxable profit from 
the sale in 1917, 1918, and 1919 of shares of corporate stock 
from lots purchased at different times and at different 
prices must be determined on the basis that the stock sold 
was that first acquired, pursuant to the specific provisions 
of the pertinent regulations, in a case where the taxpayer 
is unable to identify the shares sold, the burden of keeping 
records adequate fully to establish attempted identification 
being upon the taxpayer.—District Court of the United 
States, District of Connecticut, in Robert K. Skinner, Will- 
tam C. Skinner, Jr., and Leon P. Broadhurst, Executors of the 
Will of William C. Skinner, late of Hartford, Connecticut, De- 
ceased, v. Robert O. Eaton, Collector of Internal Revenue for 
the District of Connecticut. At Law 2978. 


Statute of Limitations—Where a corporation on March 
14, 1919, filed a tentative return for the calendar year 1918, 
and on May 1, 1919, in conjunction with another corpora- 
tion, filed a consolidated return for the same year, the Com- 
missioner subsequently ruling that the corporations were 
not affiliated and requiring amended returns for the fiscal 
years ended April 30, 1918 and April 30, 1919, making a 
jeopardy assessment on December 29, 1924, for the fiscal 
year ended April 30, 1919, it is held that the date of filing of 
the consolidated return was the starting point for the stat- 
ute of limitations on assessment, and that consequently the 
corporation first mentioned was entitled to recover eight- 
twelfths of the amount collected from it for the fiscal year 
ended April 30, 1919.—District Court of the United States, 
So. Dist. of Ga., Savannah Div., in National Tank & Export 
Co. v. United States of America. Common Law No. 1715. 


Tax Liens.—Decree is granted canceling Government’s 
tax lien on property sold under foreclosure process upon a 
second mortgage for an amount insufficient to satisfy such 
mortgage. 


The sale of property under mortgage foreclosure process 
does not in itself cancel a Government tax lien.—District 
Court, W. D. Louisiana, Shreveport Div., in Oden v. United 
States, 33 Fed. (2d) 553. 


Transferees, Taxation of.—(1) Section 280 of the 1926 
Act providing for assessment against the transferees of as- 
sets of the tax due from the transferor is held unconstitu- 
tional inasmuch as it confers judicial powers upon the Com- 
missioner. 


(2) An injunction restraining collection of taxes against 
a transferee pursuant to Section 280 of the 1926 Act is 
granted, it being held that section 280 is unconstitutional 
and that Section 604 of the 1928 Act prohibiting suits for 
restraining assessments or collections under Section 280 is 
supplemental to the latter section and therefore also uncon- 
stitutional.—District Court of the United States, W. Dist. 
of Okla., in Mid-Continent Petroleum Corporation, a Corpora- 
tion, v. A. C. Alexander and against A. C. Alexander, as-Col- 
lector for Internal Revenue for the United States for the Dis- 
trict of Oklahoma. 


Rulings of the Bureau of Internal Revenue 


Agreements to Suspend Running of Statute of Limita- 
tions.—Section 608 (b) 2 of the Revenue Act of 1928 ap- 
plies to claims rejected after the enactment of the Revenue 
Act of 1928 only. Inasmuch as the statutory period of 
limitation for commencing suit in any such case will not 
expire before May 29, 1930, two years after the enactment 
of the Revenue Act of 1928, agreements to suspend the 
running of the statute of limitations will not be entered 
into by the Bureau at this time, regardless of what section 
of the law is involved. Applications on Form 907 should 
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statutes of nearly every state in force when writ- 
ten, and an unusually complete bibliography. It is 
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not be submitted to the Bureau until approximately six 
months before the expiration of the statutory period of 
limitation for commencing suit—I. T. 2489; VIII-34, p. 6. 


Capital Net Gain.—The net gain from bonds held for 
more than two years, whether received as the result of the 
maturity of the bonds or as the result of their redemption 
before maturity, may, at the option of a taxpayer other 
than a corporation, be taxed as a capital net gain under 
the provisions of Section 206 of the Revenue Act of 1921. 
I. T. 1637 (C. B. II-1, 36) revoked. 


Likewise, any tadibeibeel who has held stock in a corpora- 
tion for more than two years and who derives a gain when 
the stock is “called in” may elect to have such gain taxed 
as a capital net gain in the manner and subject to the con- 
ditions prescribed in Section 206 of the Revenue Act of 
1921. 


The foregoing ruling is also applicable under the Revenue 
Acts of 1924, 1926, and 1928.—I. T. 2488; VIII-34, p. 5. 


Cgllections Stayed by Claim in Abatement.—Section 611 
of the Revenue Act of 1928 is not applicable to the case 
where a claim for credit of an overpayment has operated 
to stay the collection of an outstanding assessment.— 
G. C. M. 6296; VITII-35, p. 5. 

Deferred Payment Sales.—The “taxable period” in which 
the initial payments as defined in Section 44(b) of the 
Revenue Act of 1928 may be received means the “taxable 
year” defined by Section 48 (a) of that Act.—I. T. 2942; 
VIII-36, p. 4. 


Depletion and Depreciation Deductions.—The decision of 
the Supreme Court in United States v. Ludey (274 U. S., 
295, T. D. 4046, C. B. VI-2, 157) does not apply to the 
basis for depletion and depreciation as well as for the com- 
putation of gain or loss on sale of property. 

In computing depletion and depreciation, the basis is the 
cost (or other basis) minus the depletion and depreciation 
sustained, whether legally allowable or not.—G. C. M. 6746; 
VITI-35, p. 4. 


Federal Estate Tax.—The deduction authorized by Sec- 
tion 303 (a) 1 of the Revenue Act of 1926 on account of 
claims against the estate and unpaid mortgages upon, or 
any indebtedness in respect to, property is limited to the 
extent that such claims, mortgages, or indebtedness were 
incurred or contracted bona fide and for an. adequate and 
full consideration in money or money’s worth received 
therefor by the decedent. 


No deduction is authorized by Section 303 (a) 3 of the 
Revenue Act of eg _on account of a subscription for chari- 
table purposes.—G. C. M. 4784; VIII-34, p. 16. 


Partnership enced C. M. 6582, VIII-36, p. 7, holds 
that where “salary” withdrawals by partners exceed the 
net profits of a partnership, to the extent that the excess 
withdrawn by a partner represents his personal capital in- 
vestment it is capital investment and not taxable income, 
but to the extent that the excess amount withdrawn is 
chargeable to the other partner’s capital account ‘it is tax- 
able income to the partner receiving it, although deductible 
by the partner from whose capital investment it is taken. 


Statute of Limitations——In view of the decision of the 
United States Court of Claims in Mary S. Aldridge, Execu- 
trix, v. United States (64 Ct. Cls., 424, T. D. 4251 [C. B. 
VII-2, 215] ), and the decision of the United States Board 
of Tax Appeals in Estate of John F. Dodge, deceased, v. Com- 
missioner (13 B. T. A., 201), Solicitor’s Memorandum 2300 
(C. B. III-2, 298), holding that “Waivers filed by executors 
or administrators on behalf of estates of decedents for 1918 
will not operate to extend the period for filing claims for 
refund or credit, as provided in Section 281 (e) of the Reve- 
nue Act of 1924, unless the executor or administrator is 
authorized to waive a statute of limitations under the laws 
of the particular jurisdiction,” and all other memoranda, in 
so far as they are inconsistent with the decisions in the 
Aldridge and Dodge cases, are revoked. (Applicable also 
under Revenue Acts of 1918 and 1921.)—G. C. M. 6050; 
VIII-35, p. 8. 


Stock Distributions—Where class “A” stock was dis- 
tributed in January, 1929, to holders of common stock with 
the provision that a certain percentage would be redeemed 
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by the company at the option of the holder at a certain 
price per share, the entire amount realized by a stockholder 
from the surrender of part of such shares in March, 1929, 
should be reported as a taxable dividend, and the shares 
not redeemed should be treated as constituting a true stock 
dividend.—I. T. 2943; VIII-36, p. 5. 


Business Books 


The New Place of the Stockholder, by John H. Sears, 
pp. 260; Harper & Brothers, New York, ($4.00). 

This is an age of widely distributed stock ownership, yet 
few individuals have access to financial and legal informa- 
tion which enables them to be really intelligent investors, 
in part because such information is not generally available 
in convenient and readable form. Promoters, bankers, 
lawyers and legislators, as well, have been groping more or 
less in the dark in dealing with the problems of the cor- 
porate form of business. 

To such a diversity of interests the author, who has had 
years of association with other counsel in the organization 
and maintenance of corporations, presents a timely study 
of methods and practices for protection and guidance of 
stockholders, for promotion of a better understanding and 
closer cooperation between stockholders and _ corporate 
managements and for making stock ownership more ac- 
ceptable to investors. 

The opening chapter consists of an excellent survey of 
principles of corporation law as a background to the dis- 
cussion in the remainder of the book. The breadth of the 
subject matter prevents more than the suggestion of the 
nature of the contents provided by a few of the chapter 
topics, viz.—the stockholder’s rightful position; customer, 
employee and management ownership; the significance of 
the corporate structure; how various forms of financial 
set-up affect the stockholder; the factor of “control” in cor- 
poration management; developments in the dissemination 
of financial information; protection of stockholders against 
the issue of spurious shares and other forms of abuse; 
legal rights, powers and remedies available to stockholders. 

The book, moreover, is not merely a prosaic manual of 
vital business information; it is written in a style that is 
never dull and often delightfully entertaining. To any in- 
vestor, legal advisor, banker or corporation executive it is 
worth considerably more than its modest selling price. 


Tax Suits — What Forum? 


(Continued from page 392) 

existence for many years. The bulk of its business at 
the present time is tax cases. It is composed of five 
judges, some of whom are specially versed in matters 
pertaining to tax legislation, and ought to be specially 
well qualified to interpret the meaning and intent of 
tax laws in particular. It would seem that if “practice 
tends to make perfect”, if experience adds to one’s 
equipment for doing well and ably the tasks committed 
to him, the Court of Claims ought to be regarded as 
the forum best qualified to decide tax questions with 
ability and fairness. The decided cases seem to support 
the view that, from any angle it may be considered, the 
Court of Claims is the preferable forum for tax cases. 

It is true that a considerable proportion of the tax 
cases filed in the Court of Claims appear on the record 
merely as “dismissed” or “petition dismissed”. To the 
uninitiated this might be interpreted to mean that an 
undue proportion of tax cases are lost in the Court of 
Claims. Some are, of course. Many such cases are 
lost no matter what court is selected. But what happens 
in the Court of Claims in many cases is this: A petition 
is filed, the facts alleged in which cannot be refuted 
or denied by the Government. Such petition therefore 
raises a question of law only. The Government there- 
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upon demurs to the petition, i. e., says that the facts 
alleged are true but even so the plaintiff tax payer has 
A ! i no valid claim. The question of law thus. raised is 

' thereupon argued in open court. The court may sus- 

tain or overrule the demurrer. If it overrules the de- 

murrer, it thereby decides that if the facts as alleged 

are true the plaintif’ does have a good cause of action. 

Whereupon the claim will be settled out of court, the 

refund sought will be allowed and paid by the Com- 

LES missioner of Internal Revenue, and then, on the tax 

payer’s own motion, his petition will be dismissed. He 
has won his case—in this kind of case in very short 
order, say three or four months from the date of filing 
his petition; and yet from the records it might be in- 


ferred that he had Jost it. Because there are so many 
cases disposed of in the manner described, it is impos- 


We have sible to say from the court records the proportion of 
ROBINSONIAN b k f tax cases that are won and lost, respectively, in this 
MIDE | DCOSS for ev- court. It can with safety be stated that the action of 
mu 6ery financial the Court of Claims in tax cases has certainly been as 
liberal from the tax payer’s standpoint, if not far more 
purpose. so, than that of the district courts in similar cases. 
Suing in the Court of Claims in preference to suing 
Send for our in an appropriate district court has, it must be ad- 
descriptive list. mitted, one possible drawback or disadvantage. The 


litigant, if distant from Washington, can not with safety 
depend on his own local attorney except in association 
with a competent attorney in Washington. A long 
range practice of law before a distant tribunal can 
never be at its best, or rarely to the best advantage of 
a client. An experienced Washington attorney or asso- 





Do you need simple Interest Tables—or 


Tables for solving dificult Interest preb- ciate attorney is well nigh indispensable if the case is to 
tne? ie hei tee proceed in an orderly way and to the best advantage of 
, the client. 
‘ Conclusion 
Problems of Finance Based on the result of many cases in the district 


courts and in the Court of Claims as published in the 
reported cases, it must be concluded that the Court 


TH of Claims is best equipped to handle tax cases, speedily, 
E R BINSONIAN economically, with a minimum of inconvenience to a 


litigant, and to decide them justly as the law and facts 


is a Financial Encyclopedia. Includes may dictate. Tax payers will be wise who correctly 
Tables for— appraise the relative advantages and disadvantages of 

this and other tribunals before which cases may be 
Annuities, Sinking Funds, True Discounts, brought. 


ne a eae ER ocaneaen Valuation Problems in Federal Taxation 
Installment Payments—monthly, semi-annual, etc., (Continued from page 390) 

Building-Loan Interest Tables, only recourse prior to the passage of the 1924 Act was 

a lawsuit. The frequent decisions of the Board of 

Compound Interest Tables; rates 4% to 21%, Tax Appeals sa the Unit on matters of valuation, 

Installment Stock Shares’ Maturity Tables, 4% makes very apparent the correctness of the statement 

to 30%, just made. Since the Board has come to the relief of 

the taxpayer, he has been permitted to offer witnesses 
whose testimony was barred before the Unit. 

There is no effort made in this discussion to discredit 

All in one book — Price $7.50 or question the analytic appraisal or present value 

method where the facts permit its application, or are of 

such character that it can be adopted to find the solu- 

™ tion sought. The present worth method of valuation 

The Twentieth Century Co. does prove to be highly acceptable, especially where the 

’ engineer making the valuation gathers his own facts 

542 So. Dearborn St. Chicago directly at the scene or location. In Federal taxation 

he is obliged in many cases involving retroactive ap- 
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praisals to depend on the taxpayer for the facts needed 
to make this appraisal. This manifestly introduces 
another element with which the engineer on the outside 
of the service is not very’ often concerned with in 
reaching his conclusion. It is a problem that involves 
differences of approach as well as viewpoint. This 
situation furnishes an added reason why an examination 
of the petitioner’s witnesses would seemingly contribute 
to agreements that are not otherwise possible where 
opinion evidence is not considered. Opinion evidence 
should be considered when it can be examined, or 
digested. It tends to leaven the present worth method, 
when applied in connection with it. 


Experience proves that a given problem requiring a 
valuation to be made by the present worth method, when 
handed to several engineers, will be worked out with 
as many different results, especially where that problem 
is based on statistics contained in a questionnaire. The 
same applies when other methods of valuation are 
adopted, such as comparative sales, etc. The Unit and 
the taxpayer may have reached an agreement on many 
of the factors to be considered, but if no. weight is to 
be given to the effect these factors have as reflected in 
the opinion of the expert witness, then such agreement 
will not open the way to a fair conclusion. 


The quoted Section of the 1928 Act now permits an 
engineer in the Unit, if so designated by the Com- 
missioner, to administer the oath, and examine witnesses 
for the purpose of ascertaining the correctness of any 
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return. He may examine and cross-examine the wit- 
nesses in his own way, and may write into the record 
the facts and also the result those facts have in the 
formation of opinions as to values in the minds of the 
expert witnesses. 


The rules of evidence now being followed by the 
Board of Tax Appeals do not have to be adopted in the 
Unit, because the Unit’s engineer or any other repre- 
sentative making the examination would not be acting 
in a judicial or quasi-judicial capacity even though 
authorized by the Commissioner to conduct an examina- 
tion under oath. 


The Unit’s examination would be informal, and the 
examiner could ask questions pertinent to the issue 
that might occur to him, and objection of counsel would 
not be in order for the reasons cited. 


There should be available to the engineers in the 
Unit all the evidence which the taxpayer proposes to 
bring before the Board, if an appeal is in prospect. 
This obligation under the present procedure does not 
devolve on the taxpayer. It adds as a result of this 
another link in the chain of delays. 


With the suggested procedure of hearing the witness 
under oath, and given a corps of engineers in the Unit 
of the same high quality of training and experience as 
the average of that section of the Unit over the past ten 
years, the result would undoubtedly be a diminution of 
appeals in valuation cases to the Board. 
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which arise in the settlements of ordinary estates and 
the bitter fights over other estates. Many of these 
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Robert H. Montgomery, C. P. A., member of the New 
York Bar, Author, Montgomery, Income Taxes, etc. 
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For ‘eight ears the League of , Nations, in 
collaboration With the International Chamber of 
Commerce, has been working toward a solution 
of the continually increasing difficulty caused by 
double taxation. Many leading American spe- 
cialists have been actively engaged in this task. 


The work of the experts has now been com- 
pleted.. It remains for the governments to take 
appropriate action. 


The following documents are invaluable 
for an understanding of the present status. 


MEMORANDUM ON DOUBLE TAXATION 


By Sir Basil P. Blackett 


NOTE ON THE EFFECT OF DOUBLE TAXATION 
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THE TEGHNICAL EXPERTS (European Adminis- 
trative) TO THE FINANCIAL COMMITTEE OF 
as LEAGUE OF NATIONS. (No. F. 212. 1925.) 
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REPORT PRESENTED BY THE COMMITTEE OF 
TECHNICAL EXPERTS ON DOUBLE TAXATION 
AND TAX EVASION. (Enlarged Committee, In- 
cluding American Members.) (No. 1927. II. 40. 
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SUMMARY OF OBSERVATIONS RECEIVED FROM 
GOVERNMENTS ON REPORT OF TECHNICAL EX- 
PERTS (Preceding Document). (No. 1928. II. 46. 
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REPORT PRESENTED BY GENERAL MEETING 
OF GOVERNMENT EXPERTS ON DOUBLE TAX- 
ATION AND TAX EVASION .(Final Meeting). No. 
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COLLECTION OF INTERNATIONAL AGREEMENTS 
AND INTERNAL LEGAL PROVISIONS FOR THE 
PREVENTION OF DOUBLE TAXATION AND 


FISCAL EVASION. (No. 1928. II. 45. 1929.) 
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“Unless the United States can devise ways and means 
to participate effectively in this movement, our business 
concerns — particularly American exporters— may find 
themselves in a few years competing with foreign rivals 
who are relieved from a substantial burden of double tax- 
ation to which our nationals and/or residents are subject.” 

—Professor Thomas S. Adams of Yale University. 
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Report of Year’s Activities by Special 


Tax Committee of A. B. A. 
(Continued from page 384) 


Meetings of the committee have been held in Washington 
from time to time, the first on October 15, 1928, and the last 
on July 2, 1929. 

Following the enactment of the Revenue Act of 1928 on May 
29, 1928, the United States Treasury Department invited the 
assistance of interested organizations and persons in shaping 
the regulations under the new statute, particularly in connection 
with consolidated returns, which had been the subject of wide 
differences of opinion during the pendency of the revenue bill. 
After public hearings a small group of Treasury officials and 
others, including Mr. Miller, representing this committee, held 
during the fall frequent conferences, which resulted in the pro- 
mulgation by the Treasury Department of Regulations 75 relat- 
ing to consolidated returns. 

At the time of the first formal meeting of the committee con- 
ferences were had with Mr. E. H. McDermott, the counsel to 
the Congressional Joint Committee on Internal Revenue Taxa- 
tion, and with Mr. E. C. Alvord, Special Legislative Represen- 
tative of the Treasury Department, for the purpose of discuss- 
ing present and future projects before the Joint Committee, and 
of assuring them of this committee’s desire to be helpful to the 
Congressional Joint Committee and to the Treasury Depart- 
ment. Close relations with the Congressional Joint Committee, 
and consequently with the members of Congress interested in 
initiating tax legislation, and also with the Treasury Depart- 
ment, and consequently with the government officials interested 
in the administration of the tax laws, have been maintained 
throughout the year. 

During the short session of Congress an attempt was made 
by members of the Bar to secure legislation extending the juris- 
diction of the United States Board of Tax Appeals to proceed- 
ings for the recovery of taxes based.on claims that the tax- 
payer was entitled to special assessment of its profits taxes. 
The United States Supreme Court in Williamsport Wire Rope 
Company v. United States, 277 U. S. 551, had held that the 
Court of Claims and the United States District Courts did not 
have such jurisdiction, and previously in Blair v. Oesterlein 
Machine Company, 275 U. S. 220, had. held that the Board of 
Tax Appeals was authorized to review special assessment de- 
terminations by the Commissioner of Internal Revenue, but only 
where there was an asserted deficiency in tax. While fully in 
sympathy with the objects of the legislation sought, this com- 
mittee believed that the effort to secure it was futile and chose 
rather to attempt to impress the heads of the Treasury Depart- 
ment with the fairness and expediency of giving especially care- 
ful and liberal consideration to those claims for special assess- 
ment which were not subject to review in the courts. 

A proposal in the Senate to subject all claims for refund, 
credit or abatement involving more than $10,000 to review by 
the Board of Tax Appeals, which would have meant useless 
inconvenience to taxpayers and a crushing burden upon the 
Board of Tax. Appeals, was opposed by this committee. 

In January, 1929, in the course of the argument in the United 
States Supreme Court in Old Colony Trust Company v. Com- 
missioner of Internal Revenue, on certificate from the Circuit 
Court of Appeals, one of the justices questioned the jurisdiction 
of the court to review determinations of the Board of Tax Ap- 
peals, with the result that the court asked the attorneys on both 
sides for briefs on the point within two weeks. This committee 
felt that the procedure by which appeals could be taken from 
the Board of Tax Appeals to the Circuit Court of Appeals and 
the United States Supreme Court, with respect to which there 
was no controversy between the parties, was of such vital im- 
portance as to warrant the interposition of a brief as amici 
curiae. Permission was accordingly secured from the Chief 
Justice to file a brief, and with the able assistance of Mr. Fred- 
eric P. Lee, Legislative Counsel to the Senate, and Mr. Ells- 
worth C. Alvord, Special Legislative Representative of the 
Treasury Department, a brief was prepared and filed on the 
jurisdictional question. ‘(See further A. B. A. Journal, May, 

1929, page 259.) 

Following its receipt of the supplemental briefs the Supreme 
Court suggested that the certificate of the United States Circuit 
Court of Appeals be amended and requested further briefs. 
Having assumed the burden, this committee felt obliged to pre- 
pare a more exhaustive brief than the time allotted for the 
initial brief had permitted, and again with the invaluable assist- 
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ance of Messrs. Lee and Alvord filed a brief of some forty 
pages, exclusive of appendices. The Supreme Court in its de- 
cision handed down June 3, 1929, sustained its jurisdiction on 
appeal from the Board of Tax Appeals in an opinion written 
by Chief Justice Taft, which closely followed the reasoning of 
the committee’s brief. 

In a tax article written by a United States Senator in a 
popular magazine the American Bar Association was charged 
with having been remiss in its indifference or silence in not 
addressing itself to departmental activities with bureaucratic 
pretensions. Because others may possibly have felt that the 
Association’s Committee on Federal Taxation was not active 
in opposing administrative evils which undoubtedly exist, it may 
be worth while to record that the policy of this committee, and 
of its predecessors, has been, not by public gestures to call atten- 
tion to defects, and thereby to arouse antagonism on the part of 
administrative officials, but rather by informal representations 
to work with the heads of the Treasury Department, who in 
general are as sensible as anyone else of the existence of evils 
and probably more anxious than anyone else to correct them. 
This committee is convinced that the administration of federal 
taxes, while yet far from perfect, is constantly improving and 
is receiving the constant attention of well-intentioned and well- 
qualified officers of the Treasury Department. 


In the Florida Times-Union of March 23, 1929, appeared an 
editorial quoting from the Manufacturers Record, of Baltimore, 
to the effect that the American Bar Association had appealed 
to Congress to repeal the federal estate tax. This committee, 
feeling sure that no such recommendation had been made on 
behalf of the Association, on a question of public policy and 
politics, took occasion so to inform the editors of the Florida 


Times-Union and the Manufacturers Record. The Manufac- ° 


turers Record printed the committee’s letter calling attention to 
the inadvertent misstatement. 

Upon the retirement from office as Commissioner of Internal 
Revenue of Mr. David H. Blair, some of the members of this 
committee had the privilege of tendering him a dinner, at which 
were also present the new Commissioner of Internal Revenue, 
Mr. Robert H. Lucas; Senator Smoot, Chairman of the Finance 
Committee of the Senate, Congressman Hawley, Chairman of 
the Committee on Ways and Means of the House, Solicitor 
General Hughes, Chairman of the Board of Tax Appeals Little- 
ton, General Counsel of the Internal Revenue Bureau Charest, 
and other officials of the government. Such a gathering cannot 
but help to smooth the path to the common goal of orderly, 
efficient and equitable tax legislation and administration. 


In the committee’s report of last year (A. B. A. Reports, 
vol. 53, page 398) it was noted, among other committee recom- 
mendations adopted in the pending Revenue Act of 1928, that 
Section 611 of the House bill, reopening in favor of the govern- 
ment cases barred by the statute of limitations, where a claim 
for abatement had been filed, was eliminated from the Senate 
bill. Unfortunately, as mentioned in the oral submission of the 
committee’s report (A. B. A. Reports, vol. 53, page 105), part 
of Section 611 was reinstated in the act by action of the Con- 
ference Committee. The vagueness and possible unconstitu- 
tionality of the provision, then foreshadowed, have already led 
to several court decisions, the majority assigning to it little ef- 
fect. See Clinton Iron & Steel Co. v. Heiner, 30 Fed. (2d) 
542 (U. S. D. C., W. D. Pa.) ; Erie Coal & Coke Co. v. Heiner 
1929 C. C. H. I. T. S., § D-9079 (U. S. D. C, W. D. Pa.); 
Burden, Smith & Co. v. United States, 32 Fed. (2d) 830 (U. S. 
D. C., Macon Div., M. D. Ga.), affirmed 1929 C. C. H. I. T. 
S., § D-9285 (C. C. A., 5 Circ.); and Cutcheon v. Rafferty, 
IV U. S. Daily 1188 (U. S. D. C., E. D. N. Y.). Cf. Gile & 
Jenks v. Huntley, 29 Fed. (2d) 209 (U. S. D. C., D. Ore.), 
reversed 32 Fed. (2d) 857 (C. C. A., 9 Circ.). 


There are already murmurings of possible tax reduction at 
the next session of Congress, which would probably mean tax 
revision. Whether or not there be tax legislation, the Con- 
gressional Joint Committee on Internal Revenue Taxation will 
continue its studies designed for the benefit of future legislation, 
and there will be developments in the administration of the tax 
laws by the Treasury Department and in the practice of the 
Board of Tax Appeals. Federal taxation still needs and repays 
all the attention that.can be given it. 
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The members of the committee are: Hugh Satterlee, Chair- 
man; George M. Morris, Secretary; Albert L. Hopkins, Louis 
A. Lecher, Robert N. Miller, Murray’ M. Shoemaker, Harry 
C. Weeks. 


Bond Discount as Expense 
(Continued from page 382) 
converted. In other words, the true debt of the cor- 
poration at the date of conversion is the amount of 
money received on issue plus the accrued cost of the use 
of the money represented by discount to that date. The 
unamortized discount item is nothing but a valuation 
item, which combined with the credit for the’ bonds 
shows the present status of the loan transaction. 

There are at least three ways in which to dispose of 
an obligation: (1) by paying it, (2) by forgiveness of 
the debtor by the creditor, and (3) by change of the 
creditor relation to a proprietorship relation. It is a 
clear non sequitur to conclude that because the obliga- 
tion has disappeared it must have disappeared by one 
rather than another of the possible ways of getting 
rid of it. When the bondholder converts his bond into 
stock, he eliminates the bond, but eliminates it by the 
third process, viz., change to a proprietorship relation, 
and not by the first process, viz., payment. Conse- 
quently, we come to the situation already discussed in 
which we cannot find the measure of the debt in an 
obvious way, such as by assumption that it can be noth- 
ing but the face of the bonds. We cannot find the 
measure from the stock issued to the bondholder. But 
if we view the transaction in the true light, we see that 
we get the measure of the debt from the money actu- 
ally advanced by the bondholder and the prorated 
amount of discount to the date of conversion. Thus 
the corporation accomplishes the result it sought, viz., 
the use of the money at a distinctly favorable rate to 
itself with an assumed, but necessarily unproven, prob- 
able advantage to the stockholder owners. The bond- 
holder gets what he thinks to be the more desirable 
result, viz., a change into the status of an owner and 
to accomplish this result he contributes to the corpora- 
tion precisely what the corporation is looking for, i. e., 
money needed at the time of issue of the bonds and 
use thereof at a favorable cost. It is quite reasonable 
to suppose that the corporation can make by the use 
of the money enough to justify the recognition of a 
debt for the money actually received plus the nominal 
rate of interest plus the prorated part of the discount. 
It is quite unnecessary to suppose that the corporation, 
viewed as an entity, could expect to make such use of 
the money received as to justify what would be an 
abnormally high rate of interest if the bonds are con- 
verted early in their life and the unamortized discount 
is assumed to be expense. 

These conclusions seem to be indicated—(1) there is 
no real capital contribution by the converting bond- 
holder beyond the amount of his actual loan plus the 
discount to the date of conversion, and (2) there is, 
therefore, no real expense to the corporation beyond 
the sum of the cash paid at the nominal rate of inter- 
est and the recognized capital contribution by the bond- 
holder in the amount of the discount to the date of 
conversion. Hence, unamortized bond discount at the 
date of conversion of the bonds is not an expense of 
the corporation. 
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Send in the coupon below for this new 


TAX SERVICE CABINET 
SPECIAL CONSTRUCTION—LOW PRICE 


You can now have a permanent, handy cabinet for your Tax Services and books on kindred 
subjects. Segregated—at YOUR elbow—easily kept in apple-pie order, and best of all, made 
to fit your personal requirements. 


This specially constructed cabinet is the result of a survey made among tax practitioners. 
These users of Tax Services are enthusiastic in welcoming a case designed for utility, efficiency 
and comfort. 


Hand made by skilled cabinet makers, of sturdy construction, hand rubbed and mahogany 
finished. 


It contains two shelves at JUST THE RIGHT SLANT, each twenty-eight and one-half 
inches long which will house twenty volumes of Commerce Clearing House Services. 


So certain are we that you wish to own this cabinet that we have manufactured a large 
quantity and now offer you the privilege of ordering them on approval. 
$16.00 plus express charges. 
(From Factory in Herkimer, N. Y.) 


Cabinet Goes on Approval 





Mall Today Specialty Office Equipment Co. 
Specialty Office Equipment Co., I. T. 9-29 "| 531 So. Franklin St. 
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NY Frankie Street, CHICAGO, ILLINOIS 


Please express the Service Cabinet to: 


| 

a or nee hike Veter eeskeest eae ae se HOME CABINET—TOO 
| 
| 


This is also a wonderful convenient piece of furni- 
ture for the Home. We will give $1 discount 
on each cabinet where more than one is ordered. 
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It 1s understood that I have the privilege of examination for 
five days, by which time I will remit $16.00, or hold cabinet 
subject to your instructions. 
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